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GENERAL REVENUE REVISION 


THURSDAY, AUGUST 6, 1953 


House or RepresenTATIves, 
CoMMITTEE ON WAYS AND MEANS, 
Washington, D.C. 
The committee met at 10 a. m., Hon. Daniel Reed (chairman) 
presiding. 
The Cuarrman. The committee will come to order. 


TOPIC 31—INCOME TAX TREATMENT OF ESTATES AND TRUSTS 


The first topic this morning for discussion is topic No. 31, “Income 
tax treatment of estates and trusts.” 


The first witness will be Mr. Arthur B. Hyman, New York City. 
STATEMENT OF ARTHUR B. HYMAN, NEW YORK CITY 


Mr. Hyman. This subject is an extremely important one. I have 
been wrestling with the problems of taxation for a longer time than 
I care to talk about. 

Last week I was here before you to discuss the Capital Gains Act, 
and incidentally the time was short and I was the last witness and had 
no opportunity to discuss things under that head which are in the 
memorandum [ hope will receive close attention. 

They have to do with wash sales as a basis for gains and losses. 

Miss Taylor informs me this morning this memorandum which 
contains all the subjects that I wanted to present to the committee has 
already been distributed; therefore, you will not have it before you 
because it has been taken to your offices. 

There are not many problems that can arise under the code that I 
have not had to deal with at one time or another. 

The subject of taxation of income, estates, and trusts has engrossed 
my attention for a great many years. 

I want to make some preliminary observations. I have watched 
the system build up under the 16th amendment, founded upon a code 
that, in my opinion, would do credit to the combined genius of Machia- 
velliand Edgar Allan Poe. 

I want to take and bisect the steps that have led us into an utterly 
chaotic condition. We got off to a fair start under the 16th amend- 
ment when we had a very simple bit of legislation concerning the 
taxation of trusts which adhered meticulously to what we have al- 
ways understood was the theory of income. And that lasted for a 
little while. The first difficulty we got into came when the Supreme 
Court in Burnett v. Wells, I think it was, enunciated a theory that a 
man could be in receipt of taxable income if he devoted his property 
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to the satisfaction of some moral obligation. That was followed by 
the Clifford case, which was complete ly misunderstood, in my opinion, 
by the bench and bar, and it led to litigation that was enormous. It 
took the time of lawyers and the bench in all sections of the country, 
and in a dissenting opinion by Judge Disney of the Tax Court, I think 
he properly described it when he quoted from Kohnstamm v. Pedrick 
regarding the extension of the doctrines of the Clifford case, and he 
said : 

The test is impalpable enough at best; but if it is to be continually refined 
by successive distinctions, each trifling in itself, we shall end in a morass from 
which there will be no escape; and the state of decisions already poured upon 
us will be the earnest of eventual utter confusion. 

What he said of the Clifford case can be said of the Internal Revenue 
Code. I say to you, and what I have been conveying before this com- 
mittee for 25 years on pre ‘vious occasions, is that when we depart from 
established legal principles we are heading for trouble, and when 
we adopted certain provisions of the code in regard to the income 
of estates and trusts, we did depart completely from legal principles. 
We involved the people of this country in all manner of ¢ difficulties and 
litigation, and we accomplished abs olute ly nothing so far as the rev- 
enue is concerned, except that we boobytrapped here and there a lot 
of people and despoiled them because through innocence or bad ad- 
vice they put themselves in a position where the Commissioner of In- 
ternal Revenue could come along and tax them on income which they 
did not have. 

In other words, the conception grew up under the impact of heavy 
rates of taxation so the Treasury Department might get some money 
from our citizens by taxing something as income that was not income 
at all; by taxing to Bill Smith income that was received by Tom Jones, 
and by taxing in the estate of a deceased property he had parted with 
while he was alive. 

Now, we pursued a normal course rather than an abnormal one in 
the conception of income. We would not have this committee sitting 
as a fire brigade having to rush forward ever so often to cure in the 
one case some evil that had been wrought by, let us say, the fancy con- 
ceptions of income, or trying to prevent as vasualties in the fu- 
ture—— 

The Cuarrman. Pardon the interruption. As I understand it, there 
is no definition of income in the revenue law; is that right? 

Mr. Hyman. That is correct. There is no definition of income in 
the 16th amendment. I made the observation last week that if the 
people of the United States had had any notion of what was going to 
grow up in the code under the 16th amendment, it is at least reason- 
able you would not have the 16th amendment, or if you did, you would 
not have it in the form that you have it. 

Now, what I propose is likely to sound revolutionary. As a matter 
of fact, it is not anything of the sort. It is simply a proposal to re- 
turn to the first principles to tax income that is truly income and to 
tax it to the people that receive it and not to those who might have 
received it if they did not do something that the Treasury Depart- 
ment thinks they ought not to have done because by so doing the Gov- 
ernment of the United States gets a little less money than it would have 
gotten if he had done it some other way. 
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So I say to you gentlemen of the committee what is supposed to be 
a code for the establishment of a system of taxation turns out in many 
of its parts to be a system of restrictions on the liberty of the Ameri- 
can citizen or taxpayer, to do the perfectly normal things that he was 
allowed to do, and is still allowed to do under the laws of every State 
in the United States. 

Now, that brings you to this view: A man has dependents, maybe 
a father and a mother, and the rates of taxation are rather high. Be- 
fore that time he was accustomed to take from his income a certain 
sum of money every year and devote it to the maintenance and sup- 
port of his parents. Now you have very high tax rates and he says, 
“Why should I go on paying 20, 30, 40 or 50 percent tax to the Gov- 
ernment on income that I am not going to have? Why do I not es- 
tablish a trust for the benefit of my parents and put $100,000 in that 
trust have the income payable directly to them and let them pay the tax 
on it? They are the ones that receive it; they are the ones that should 
be taxed upon it.” But a lot of fancy Dans and tax hounds did not 
like that idea at all. Why should an American citizen be permitted 
to avoid the impact of taxes on his income through the device of es- 
tablishing a trust? Let us see if we cannot fix it so he cannot do that, 
and so they evolved a theory that if a man established a revocable 
trust he should be taxed on the income of that trust though he never 
got any of it. We know that when a man establishes a trust he con- 
veys the absolute title to the property that constitutes the corpus to 
the trustee. That is as complete as if he had given it away absolutely. 
Any man who goes to establish a trust has certain fears. He cannot 
look into the future. He does not know what unforeseeable circum- 
stances will arise, and his lawyer will say to him, “If I were you, I 
would take the precaution to put in a provision that if future events 
arise that make it advisable, you can recall the trust, the corpus, and 
take it back.” 

Now, what earthly difference does it make to the Government of 
the United States, or to the revenue, viewing revenue as something 
that is to be raised by an overall system of taxation designed for 160 
million American people and not designed to trap Bill Jones or Sam 
Smith, or take some thousands of dollars out of him that you could 
not take if he adopted some other means of accomplishing the same 
result, what does the United States Government gain by that? Cer- 
tainly, he can channel his actions if you say to him, “I do not want 
you to reserve the right to revoke this trust, and if you do, I am going 
to tax the income of the trust to you.” 

Well, that does not bring any revenue to the Government. It might 
despoil somebody that has done it before and catch him, but he has 
a way out of it. All he has to do is to revoke the trust or relinquish 
his right of revocation, establish a new trust. What have we, as a 
Government, gained by that? We have merely restricted his liberty 
of action and he is not so stupid, I hope—at least many of them will 
not be—that they are going to run headlong into a situation which 
they intend to avoid, so they make an irrevocable trust, or they make 
a gift, and so you will readily perceive that you have added nothing 
to the revenue. You have only told him that he cannot do it that 
way, he must do it some other way, or he will be caught and taxes 
will be levied upon him because he has chosen the wrong way. 
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We come now to section 167. There you have established the same 
sort of princ iples, and they have the same effect. They accomplish 
absolutely nothing so far as the revenue is concerned. I just refer 
to section 167. You talk about taxes to the grantor such part of the 
income of the trust which is in the discretion of the grantor or of any 
person not having a substantial adverse interest in the disposition 
of such part of the income may be held or accumulated for futvre 
distribution to the grantor, or may, in the discretion of the grantor, 


or of any person not having a substantial adverse interest in the dis- 
position of such part of the income, be distributed to the grantor, or 


in the discretion of the grantor or of any person not having a sub- 
stantial adverse int re st in the disposition of such part of the income 
may be appli ed to t] » payment ¢ f premiums on life insur: unce, 

You know what hap pened. You originally had the statute or the 
code reading that applying those provisions only in the case of a trust 
where those particular provisions or and the discretion was vested 
in the grantor—anyone except the beneficiary. 


You changed it. You broadened it some ‘what, but all you did was 
to succeed in getting a lot of people into more trouble because changing 
the word “beneficiary” into one who has no adverse interest in the 


grantor did not do too much, could not have done very much, and 
certainly does not fit within my views, or recommendations. 

What you succeeded in doing was to have the Commissioner of In- 
ternal Revenue say, “Well, the trustee has no adverse interest. What 
Congress meant was a pecuniary interest.” 

Well, I suppose that Congress would have said so if it had thought 
so, but the result of it was they managed to get one or two fellows and 
they levied some very serious taxes on them on the theory that the 
trustee had no adverse interest. 

We know that that is not so asa legal principle. We know that the 
trustee has a definite : adve ‘rse interest to the grantor under the laws of 
practically every State in the United States, and that at his peril he 
takes any action to the detriment of the beneficiary of the trust, either 
of the income or of the principle. 

As you can readily see, there are many reasons other than pecuniary 
why a trustee shoul l re fus se to do what the grantor might wish. 

Fore xample, take the parent trustee of children. He may have no 
interest in the corpus or the income, but you might have an awfully 
hard time to persuade her to take action to terminate a trust, or divert 
the income that was payable to her children or to her mother or 
father. 

I can give you a fine illustration of that because T have gone through 
about 5 years of litigation under a trust in which the settlor vested 
in the trustees the right to terminate the trust and turned the property 
over to the life benefici: ary, and when they did just that they were in- 
volved in litigation charging them with bad f: ‘ith in termins iting the 
trus 

We were before the surrogate twice and the appellate division twice 
and finally in the court of appeals, where the action of the trustee 
Was sust Lined. 

sut it points out that there is an adverse interest in that the trustee 
is alwavs in peril if he attempts to do anything that the beneficiaries 
may suffer from. 
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The CHarrman. I am trying to be very generous about the time, 
ind I do not want to foreclose you at all. We have something like 
‘ighteen witnesses to be heard tod: ay, and I sup a¥ that they are all 
anxious to be heard. I do not want to shut you off, but can you finish 
promptly ? 

Mr. Simpson. I wonder if he will give us his recommendations. 

Mr. Hyman. May I preface what I am going to say, then, with an 
bservation concerning some of the things ‘that have grown up under 

ie provisions of the code, such as possibilities of reverter and main- 
tenance and the support of minor children under a trust. 

You noticed an inconsistency when the Congress tried to alleviate 
the provisions of the code concerning maintenance of children. They 
said that they would tax to the grantor only that part actually applied 
o maintenance, but in regard to insurance premiums they left it as 
t was. It might be applied, even though they were never applied to 

1at purpose, the ‘y might be, and therefore it was taxable on the theory 

at they might ‘be rather than that they were, so in one cause it is 
in actuality and in the other case it is a possibility. 

I said at the outset that an I proposed was revolutionary, and 
tis not atall. It is the repeal of sections 166 and 167. They have 
ibsolutely no value except perhaps as they serve to foist on us a few 
more thousands of officials in the Income Tax Bureau, or auditors 
ind investigators, and so far as they serve, as I said before, they 
foist upon some man who has not had the good fortune to be well 
advised a tax that he never expected to pay. 

The point is that if this is a system for taxation of 160 million 
people, and we adhere to the first principles, we really have a sound 
system, and when we do these extraordinary things, trying to tax peo- 
ple on income they do not get and succeed only in m: aking them chan- 
nel their transactions in ways that they prefer not, you will see that 

is a system of restrictions, a system of restriction of the libe rty of 
action and it gains absolutely nothing to the Treasury except expense 
ind the misery that it inflicts upon the people. 

The Cramman. We thank you very much for your presentation 
here. 

The next witness is Mr. Sidney Gelfand, New York City 


STATEMENT OF SIDNEY GELFAND, NEW YORK CITY 


Mr. Getranp. The problem that I wish to discuss is one that arises 
as a result of administrative rulings by the Internal Revenue Bureau. 

In many estates the principal and often sole asset of any substance 

an investment in a personal business corporation that had been 
vholly owned by the decedent and possibly members of his family. 

Now, suppose the executor of this estate wishes to dispose of the 
entire investment in this closed corporation, which was owned by the 
decedent. Not much problem there. The executor either finds a 
buyer for the stock or liquidates the corporation. The excess of the 
amount received over the valuation for estate-tax purposes is taxed 
as capital gain. 

But suppose some members of decedent’s family also own stock in 
the closed corporation and the executor cannot find an outside buyer 
for decedent’s stock. What are the tax consequences if all the dece- 
dent’s holdings are bought in by the corporation and retired ? 
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Regulations 111, section 29.115-9 provides in part as follows: 

A cancellation or redemption by a corporation of a portion of its stock pro rata 
among all the shareholders will generally be considered as effecting a distribu- 
tion essentially equivalent to a dividend distribution to the extent of the earn- 
ings and profits accumulated after February 28, 1913. On the other hand, a 
eancellation or redemption by a corporation of all of the stock of a particular 
shareholder, so that the shareholder ceases to be interested in the affairs of the 
corporation, does not effect a distribution of a taxable dividend. [Italics sup 
plied. | 

However, a request for such a ruling that a contemplated sale of 
all of the stock held by a particular estate would not give rise to a 
taxable dividend was rejected by the Bureau of Internal Revenue 
now the Internal Revenue Service—with the information that for 
administrative purposes the Bureau was not following the Commis 
sioner’s own published regulation. 

The request for ruling, the Bureau’s reply, and subsequent corre 
spondence are attached as exhibits 1 through 6. 

The result of such ruling has the effect of freezing an estate’s in 
vestment in a closely held corporation where other members of the 
family also own stock, even though an executor may wish to change 
the investment in accordance with his economic judgment or require 
ments of State law. 

I propose the law be amended to make certain that such adminis 
trative interpretation is not possible. 

A related income-tax problem also exists where it is necessary fo1 
an estate to dispose of part of its investment in a closely held corpo 
ration to meet the debts of the decedent. Congress has previously 
recognized this problem by providing in section 115 (g) (3) that 
under certain conditions, to the extent that stock in a closely held 
corporation is redeemed in order to pay Federal estate and State in 
heritance taxes, the gain realized on such redemption should be taxed 
as capital gain. 

But what about the need to sell such stock to meet other debts of 
a decedent? Suppose a decedent is indebted to a bank on a personal 
note for $100,000. His estate must pay funeral expenses, executors 
and legal fees, and other liabilities of $25,000. The assets of the estate 
consist of $500 cash and 75 percent interest in a closely held business 
corporation, which interest is worth $750,000. The corporation has 
a surplus in excess of $750,000. There is no market for a sale of part 
of the stock to outsiders. How is the estate to pay the debts? Estate 
and inheritance taxes of approximately ‘120,000 may be met by a 
redemption of stock. But any additional amounts of stock redeemed 
to meet bank indebtedness and funeral and administrative expenses is 
classified by the Commissionear as dividend distributions, the tax on 
which prevents the payment of the very indebtedness for which the 
stock was retired. 

I respectfully suggest to this able committee that the code be 
amended to make section 115 (g) (3) applicable to the payment of all 
indebtedness of the estate where other free assets are not available to 
meet the indebtedness. 
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ExuHIsiT 1 
DECEMBER 22, 1052 
COMMISSIONER OF INTERNAL REVENUE, 
Income Tax Ruling Branch, Washington, D. C. 

Dear Str: A Commissioner’s ruling is requested regarding the tax treatment 
of the sale by the estate of Leo C. Safir of all of its stockholdings in Safir Pian, 
Inc. 

Leo C. Safir died on December 29, 1951, owning at that date 1,537 shares of 
capital stock of Safir Plan, Inc., which corporation had outstanding 1,907 shares 
of capital stock with a par value of $100 a share. At the time of his death Leo C. 
Safir was indebted to Safir Plan, Inc., in the amount of $10,040.89. Since the 
decedent’s estate at the date of death consisted of only a nominal amount of cash 
and stockholdings in Safir Plan, Inc., it has been necessary for the executors of 
the estate to borrow from the corporation the amounts necessary to pay bank 
loans of the decedent and to meet funeral and administrative expenses. The 
total amount of the indebtedness due Safir Plan, Inc., by the estate is now 
$74,505.89. In order to pay this indebtedness to the corporation and to raise the 
funds necessary to meet State inheritance and Federal estate taxes, the executors 
of the estate desire to sell all of the stock of the estate to the corporatien for 
redemption and cancellation by the corporation. Furthermore, the executors 
of the estate do not consider it advisable to continue the investment of the estate 
in Safir Plan, Inc., a manufacturer of men’s robes. 

Enclosed is a photostatic copy of the will of Leo C. Safir and certified balance 
sheet of Safir Plan, Inc., as of December 31, 1951 (2 days after the date of death 
of Leo C. Safir), and a balance sheet as of July 31, 1952, the close of the last fiscal 
year of Safir Plan, Ine. 

Of the 1,537 shares owned by the decedent at the date of death, 21 shares were 
transferred to meet the bequest to Irwin Safir. These shares have subsequently 
been purchased from Irwin Safir by Pear] Safir and Marvin Safir. The remaining 
1,516 shares owned by the estate are to be sold to Safir Plan, Ine., for $750,000 in 
accordance with the agreement, copy of which is enclosed herewith. The present 
stockholders of Safir Plan, Inc., are as follows: 


Shares 

Estate of Leo C. Safir : ee ‘ ‘ : Bi éiisedin 1,516 
Marvin Safir__- 19914 
Pearl Safir pial atin aaa = “ , ’ : 191% 

OI Si tics taint cacevibiiinapibabialadiieibed = . ee 


The net income per books of Safir Plan, Inc., for the last 5 years has been as 
follows: 
Fiscal year ended 


July 31, 1948__.._... . : $52, 539. 96 

July 31, 1949____-_- a one oa * 292, 481. 00 

July 31, 1950____-_- : 56, 686. 35 

July 31, 1951__- ; : 25, 692. 08 

July 31, 1952_ 2 ‘ : ; 21, 710. 96 
1 Loss. 


It is the opinion of counsel for the estate that the sale of the 1,516 shares of 
Safir Plan, Inc., representing all of the holdings of the estate in this corporation, 
to the corporation will be subject to tax in accordance with the provisions of 
section 117 of the Internal Revenue Code to the extent of the difference between 
the amount received and the basis to the estate; and, that no income taxable 
under section 115 (g) of the Internal Revenue Code will be derived by the estate 
or beneficiaries of the estate in connection with said sale of stock to the corpora- 
tion. 

A Commissioner’s ruling confirming such opinion is respectfully requested. 

Since under the terms of the agreement, initial payment by the corporation in 
connection with the purchase of the stock is to be made by March 15, it is urgently 
requested that the ruling be received as soon as possible. 

If there is any additional information you desire, kindly advise. 

Respectfully yours, 
GELFAND, Rapier & WEISS, 
By Srtpney GELFAND. 
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iexnipit 2 


UNITED STATES TREASURY DEPARTMENT, 
OFFICE OF COMMISSIONER OF INTERNAL REVENUE, 


Washington, February 3, 19538. 
Executors of Estate of Leo C. SAFIR, 
Care of Gelfand, Radler & Weiss 
136 Rast d7th Street, New York, N. J} 

GENTLEMEN: Reference is made to a letter dated Docember 22, 1952, from Gel 
fand, Radler & Weiss requesting a ruling as to the effect for Federal income-tax 
purposes of a proposed recemption of : the stock of Safir Plan, Inc., which is 
presently owned by the estate of Leo C. Safir. MReply is being made direct to you 


since there is no power of attorney on file authorizing the above-mentioned firm 


\ rding to the iniorn m submitted Leo C. Safir died on December 29, 
1951, at which time he owned 1,537 shares of capital stock of Safir Plan, Inc 


out of a total of 1,907 shares outstanding 
Since there was only a nominal amount of cash in the estate, it has been 


necessary for the executors to borrow from the corporation amounts necessary 
to pay bank loans of the decedent and to meet funeral and administrative ex 
pense To date the estate is indebted to the corporation in the amount of 
$74,505.89 This total indebtedness appears to inc'ude $10,040.89 owed to the 
orporation by the decedent at the time of his de ith 


The will of the decedent provides for a specific bequest to a brother of the 
er which the residue is to be divided equally between Pearl Safir 
Safir, wife and son, respectively, of the decedent All estate taxes 
ire to he paid from the residue 

Of the 1,537 shares owned at date of death, 21 shares were transferred to 
comply with the specific bequest mentioned above. These 21 shares have subse- 
quently been purchased from the brcther by Pear! Safir and Marvin Safir. There 
fore the entire stock of the corporation is now owned as follows: 





Shares 
Estate of Leo C. Safir we seo ~ 1,516 
Marvin Sa 199! 
Pearl Safir : : ak 19114 


Total - 1,907 


It is proposed that the corporation shall redeem the 1,516 shares ewned by 
the estate at a total rece price of $750,000. Of this amount $250.000 is 
to be paid on March 15, 1955. and the remainder is to be paid in 10 equal annual 
i I h 15, 1954 Notes are to be given for these in- 





stallments. These notes s bear interest at the rate of 2 percent per an 


and may be paid prior t he due dates of the notes. They shall be transfer: 





\ ruling is requested that the above-described redemption will come withi 
the pi isions of section 117 of the Internal Revenne Cove 

Section 115 (g¢) (8) of the Code reads as follows 

“REDEMPTION OF STOCK TO PAY DEATH TAXES The provisions ef this subsection 
shall not apply to such part of any amount so distributed with respect to stock 
the value of which is included in determining the value of gross estate of a 


decedent in accordance with section 811, as is distributed after such decedent's 
death and within the period of limitations for the assessment of estate tax pr 

vide in section S74 (a) (determined without th pplication of section S75) or 
within 90 days after the expiration of such period and as is not in excess of the 





estate, inheritance, legacy, and snuecession taxes (including any interest colle ted 
part of such taxes) imposed because of such decedent’s death: Provided, 
That the value of the stock in such corporation for estate tax purposes comprises 

more than 35 pereent of the value of the gross estate of such de’edent.”’ 
It is held that if the stock of Safir Plan, Inc.. present!'y owned by the Estate 
"Leo C. Safir, meets the requirements of the above-quoted section of the law, 
he portion of the $759,000 which comes within the limitations of section 115 (<) 
f the de will be subject t ! provision f se on 117 of the code. The 
‘ ! otal ent wh v he i ess of the limitntions of section 
f the Code will | i bi the « ate : rdinury dividend i: 
the stock is rede er the pro. ns of section 115 (gz) (1) of the 

ry truly vou 
Norm 4 Sy [AN. Assistant Comn oner, 


By R. S. Gayron, Head, Special Technical Services Division. 
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EXHIBIT 
Marcu 17, 1953 
Mr. T. COLEMAN ANDREWS, 
Commissioner of Internal Revenue, 
Washington, D. C 


DEAR SiR: On December 22, 1952, a ruling was requested in behalf of the Estate 
of Leo C. Safir regarding the tax treatment of the proposed sale of all of the 
estate’s holdings in Safirm Plan, Inc. A copy of the letter requesting the ruling 
and setting forth counsel's position is enclosed 

On February 3 we were advised by the Technical Services Division that the 


proceeds of sale to the extent necessary to pay estate and inheritance taxes 


ould be treated as amounts received in exchange for stock and subject to the 

ovisions of section 117 of the Code and that the balance would be considered 
in ordinary dividend subject to regular surtax and normal tay 

As you undoubtedly know, this ruling is contrary to the very wording of the 
regulations dealing with this type of transaction. Regulations 111, section 
29.1115-9, provides in part as follows: 

“The question whether a distribution in connection with a cancellation or 

demption of stock is essentially equivalent to the distribution of a taxable 
lividend depends upon the circumstances of each case. A cancellation or re- 

emption by a corporation of a portion of its stock pro rata among all the stock- 

holds will generally be considered as effecting a distribution essentially equivalent 

to a dividend distribution to the extent of the earnings and profits accumulated 

ifter February 28, 1913 On the other hand a cancellation or redemption by a 

corporation of all of the stock of a particular shareholder, so that the shure- 

holder ceases to be interested in the affairs of the corporation, does not effect a 
stribution of a taxable dividend.” [Italies ours. ] 

On February 11 I discussed the ruling with the representative of the Techni- 

il Services Division who issued same, and was advised that the ruling was 
based upon a proposed change in regulations which had never been promulgated 
ecause of the opposition of taxpayers and tax practitioners. It certainly seems 
contrary to the best interests of the United States Government and its citizens 

issue rulings based upon a tax theory contrary to the published regulations 
and which theory has evoked such opposition that it never was made effective 
(except for tax rulings) 

The problem of the taxpayer is not primarily tax saving, but a practical prob 
lem of debt elimination and disposal of its investment in an enterprise which it 
no longer desires to retain As stated in the tter of December ! 
was indebted to the corporation for $74,505.89, the greater part of which arose 
from borrowings to meet a personal bank loan of the decedent. This indebted 
ness has been and will be further increased in order to enable the estate to 
pay legal fees in the amount of $7,500, to $10,000, Connecticut inheritan taxes 





the e ite 





n the amount of $30,000, as well as an amount for Federal estate taxes. Based 
upon the ruling of February 3, it is almost financially impossible, without break- 
ing the estate, for the estate to discharge its indebtedness to the corpor: 
For any amount received by the estate over and above an amount necessary to 
meet estate and inheritance taxes would be considered a dividend and subject 
to normal and surtax rates, which in turn would prevent the estate from having 
he funds necessary to discharge the indebtedness. 

It is respectfully requested that reconsideration be given to the ruling re 
quested in our letter of December 22 with the hope that the ruling will cor 
form with the published regulations. 

I am enclosing a copy of a letter sent to the Honorable Daniel Reed, Chairman 
of the House Ways and Means Committee, in the event corrective legislation is 
necessary. 

Respectfully yours, 





tion. 





GELFAND, Rapier & WEIss 
By Siwnery GELFAND 
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EXHIBIT 4 


U. S. Treasury DEPARTMENT, 
OFFICE OF COMMISSIONER OF INTERNAL REVENUE, 
Washington, May 12, 19538. 
Executors of Estate of Leo C. SAFIr, 
Care of Gelfand, Radler & Weiss, 
1386 Last 57th Street, New York 22, N. Y. 

GENTLEMEN : Reference is made to a letter dated March 17, 1953, from Gelfand, 
Radler and Weiss protesting a ruling contained in a letter from this office dated 
February 3, 1953. Reply is being made direct to you since there is still no power 
of attorney on file authorizing the above-mentioned firm to act as your repre 
sentative. 

Under the provisions of section 115 (g) (3) of the Internal Revenue Code 
amounts distributed in redemption of certain specified stock will not be taxed as 
ordinary dividends. However, these amounts are limited to such distributions 
as are “not in excess of the estate, inheritance, legacy, and succession taxes (in- 
cluding any interest collected as a part of such taxes) imposed because of such 
decedent’s death” and as are made within a certain specified time. 

There is no decisive test to determine whether a transaction is equivalent to 
a taxable dividend or a partial liquidation. Some of the numerous factors to be 
considered in the application of section 115 (g) (1) of the Code are listed in 
Rheinstrom vy. Conner, 125 Fed. (2d) 790, certiorari denied, 317 U. S. 654, Flan 
agan Vv. Helvering, 116 Fed. (2d) 937 and Fern R. Zenz v. Quinlivan, Dist. Ct., 
N. D., W. D., Ohio. These factors include lack of a policy of contraction of the 
business, initiative for the distribution originating with the stockholders rather 
than the corporation and small dividends previously distributed. All of the 
above-listed factors appear to be present in the case under consideration together 
with the fact that all of the outstanding stock of the corporation is presently 
owned by the estate of Leo C. Safir, and the widow and son of the decedent. both 
of whom inherit the residue of the estate equally. Furthermore, while the re- 
quest for a ruling stated that additional amounts were needed by the estate 
for the purpose of paying the personal debts of the decedent and for legal fees, 
of $750,000 proposed to be paid in redemption of the stock of Safir Plan, Inc., only 
$250,000 was to be paid in 1953 and the remaining $500,000 was to be paid in 
10 equal annual installments beginning on March 15, 1954. Notes to be issued for 
these annual installments were to be transferable only to the widow and son 
of the decedent. 

After giving further consideration to the request for a ruling, it is still held 
that if the stock of Safir Plan, Inc., presently owned by the estate of Leo C. 
Safir, meets the requirements of section 115 (g) (3) of the code, the portion of 
the $750,000 which comes within the limitations of section 115 (g) (3) will be 
subject to the provisions of section 117 of the code. The portion of the total 
payment which will be in excess of the limitations of section 115 (g) (3) will be 
taxable as an ordinary dividends in the year in which the stock is redeemed 
under the provisions of section 115 (g) (1) of the code. This conclusion is in 
accordance with the decision handed down by the United States Court of Ap 
peals for the Fourth Circuit on April 7, 1953, in the case of Commissioner of 
Internal Revenue vy. John T. and Florence Roberts. 

Very truly yours, 
NorMAN A, SUGARMAN, 
Assistant Commissioner. 
By R. S. GayTon, 
Head, Special Technical Services Division. 
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Exursit 5 
May 14, 1953. 
Re Estate of Leo C. Safir. 
(‘OM MISSIONER OF INTERNAL REVENUE, 
Washington 25, D. C. 

Dear Sik: Receipt is acknowledged of your letter of May 12, wherein you re- 
state your position that to the extent the amount received on the sale of all of the 
estate’s holdings in Safir Plan, Inc., exceeds the limitations of section 115 (g) 

3) will be taxable as an ordinary dividend in the year in which the stock is 
redeemed, in accordance with section 115 (g) (1) of the Internal Revenue Code. 

You state that this conclusion is in accordance with the decision handed down 
in the United States Court of Appeals for the Fourth Circuit on April 7, 1953, in 
he case of Commissioner v. John T. Roberts. The facts of the Roberts case are 
readily distinguishable as is evident from the opinion of the court. 

In the Roberts case the stock had been transferred from the estate to the 
taxpayer more than 6 months previously, and when the redemption took place 
ill of the stock had been held by the taxpayer. The court emphasized that the 
taxpayer, Roberts, owned 100 percent of the company before the redemption of 
the stock and 100 percent of the company after the redemption of the stock. 

That is not the situation in the instant case. The estate of Leo S. Safir now 
owns approximaely 79.5 percent of the stock of Safir Plan, Inc., and after 
redemption will have no interest whatsoever. 

The United States Court of Appeals for the Fourth Circuit indirectly approved 
he tax theory that where a taxpayer parts completely with a stock interest, 
ordinary dividend income is not realized. The court pointed out that in Flinn vy. 
Commissioner (37 B. T. A. 1085), and in Tiffany v. Commissioner (16 T. C. 1448), 
the corporations purchased all of the stock of the particular stockholders when 
here were still other stockholders, whereas in the Roberts case the corporation 
nerely purchased part of the stock of its sole stockholder. 

The case of Clara Louise Flinn et al. strongly supports position requested by 
the estate. 

A ruling had been requested with regard to the sale of all of the stock held by 
the estate in Safir Plan, Inc., in order to come within the explicit wording of 
Regulations 111, section 29.115-9, which reads in part as follows: 

‘* * * A cancellation or redemption by a corporation of all of the stock of a 
particular shareholder, so that the shareholder ceases to have interest in the 
iffairs of the corporation, does not effect a distribution of a taxable dividend.” 

However, for estate administrative purposes, the more pressing problem is 
the liquidation of the indebtedness of the estate in the amount of approximately 
$100,000 other than for Federal estate and State inheritance taxes and to pay 
which there are but nominal assets other than stockholdings in Safir Plan, Ine. 
\ tax ruling for the redemption of so much of the estate’s holdings of Safir Plan, 
Inc., that would be necessary to pay Federal estate and State inheritance taxes 
and other liabilities, was not originally requested in the belief that a partial re- 
demption of a taxpayer’s holdings might be construed to be an ordinary dividend. 
However, in accordance with the decision in estate of Henry Vernon Foster, T. C. 
Memorandum Opinion Docket No. 110,891, such a sale of stock by the estate 
hould be treated as amounts received in exchange and taxable in accordance 
with section 117 of the Internal Revenue Code. 

Reconsideration is respectfully requested for the original plan proposed. Or, 
in the alternative, a ruling is requested that that amount received by the estate 
on the sale of part of its holdings in Safir Plan, Inc., to that corporation to the 
extent necessary to pay Federal estate and State inheritance taxes and other 
liabilities of the estate incurred by the decedent or by the estate for adminis- 
trative expenses should be treated as an amount received in exchange for stock 
and taxable under section 117 of the code. 

Taxpayer’s representatives have read with interest the comments of Commis- 
sioner Andrews, published in the May issue of United States News and World 
Report. It is hoped that the Bureau will give consideration to the principles 
enunciated therein. 

Power of attorney is enclosed. 

Very truly yours, 
GELFAND, RADLER & WEISS, 
By SmpNEy GELFAND. 
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EXHIBIT 6 
UNITED States TREASURY DEPARTMENT, 
OFFICE OF COMMISSIONER OF INTERNAL REVENUE, 
Washington, June 15, 1958 
GELFAND, RApDLER & WEISS 
New York 22, N. Y. 

GENTLEMEN: Your letter dated May 14, 1953, takes exception to the rulings 
contained in letters from this office dated February 3, 1953, and May 12, 1953, to 
the effect that, with certain specific exceptions, the full amount to be received 
by the estate of Leo C. Safir from redemption of stock of Safir Plan, Inc., will 
be taxable as an ordinary dividend. 

The above-mentioned rulings are premised on the principle that in effect all 
the stock of Safir Plan, Inc., is now owned by Pearl Safir and Marvin Safir. 
Those two individuals now own directly 391 shares and as beneficiaries of the 
estate of Leo C. Safir will take equally the remaining 1,516 shares but for the 
proposed redemption by the corporation of all or a part of such stock from the 
estate 

It is believed that Flinn v. Commissioner (37 B. T. A. 1085), Tiffany v. Com- 
missioner (16 T. C. 1448) and the Estate of Henry Vernon Foster (3 T. C. M. 249), 
all of which were cited in your letter, may be distinguished. 

The total amount to be received by the estate of Leo C. Safir from redemption 
of all or a part of the 1,516 shares of stock of Safir Plan, Inc., will be taxable as 
a dividend under section 115 (g) (1) of the Internal Revenue Code, except to the 
extent that section 115 (g) (8) of the code may be applicable. Section 115 (g) 
(3) does not apply to liabilities of an estate other than death taxes and the 
interest thereon. 

Very truly yours, 
S. W. Lorent, 
Head, Reorganization and Dividend Branch. 

The Cuatrman. Thank you very much for the information that you 
have given the committee. 

Our next witnesses are Mr. Allan H. W. Higgins, Boston; Mr. Ed- 
win C. Brooks, and Mr. Moses Williams, Boston. 


STATEMENT OF ALLAN H. W. HIGGINS, ATTORNEY, GOODWIN, 
PROCTER & HOAR, BOSTON, MASS. 


Mr. Hicerns. Mr. Chairman and members of the committee: My 
name is Allan H. W. Higgins. Iam an attorney, a partner in the law 
firm of Goodwin. Procter & Hoar, with an office in Boston, Mass. 

I appear here today on behalf of Minot, DeBlois and Maddison of 
Boston. Mass.. a firm of real estate brokers, managers, and trustees. 

I urge the committee to recommend to the Congress an act to pro- 
vide for the special taxation of real-estate trusts and associations with 
transferable shares or certificates of beneficial interest. Such an act, 
H. R. 5418, was introduced in the 83d Congress, 1st session by a mem- 
ber of your committee, Mr. Angier Goodwin of Massachusetts, on 
May 27, 1953, and this bill was referred to your committee. 

I understand Mr. Goodwin, unfortunately, is ill and not able to 
attend. 

I believe the members of the committee have copies of H. R. 5418 
before you. If not, J have a few extra copies here. 

Real-estate trusts are now almost all taxed under the corporations 
section of the law as associations taxable as corporations, nevertheless, 
since it is propos sed that they be taxed under a new section of the law, 
u — a special provision, similar to that under which stock invest- 

nent trusts and regulated investment companies are taxed, it seemed 
more appropr iate to request your committee to consider this matter 
under item 31, namely, the taxation of estates and trusts. 
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I shall explain to the committee the tax background and the pro 
posed provisions in the law, and the two other witnesses here in con 
nection with this matter will testify as to some of the practical 
considerations with respect thereto. They are Mr. Edwin C. Brooks 
and Mr. Moses Williams, both of whom are partners in Minot, DeBlois 
and Maddison of Boston, and who are trustees of some of these trusts 
and are most familiar with their objectives and operations. 

Before the Congress adjourned, a statement in support of H. R. 5418, 
being an act to provide for special taxation of real-estate trusts and 
associations with transferable shares or certificates of beneficial inter- 
est, was prepared and I should like to ask permission of the chairman 
of the committee to have this statement incorporated in the record. I 
believe that the clerk and the members of the committee have been 
furnished with the requisite 50 copies of this statement. 

The purpose of H. R. 5418 is to relieve an inequity and unjustifiable 
hardship under the Internal Revenue Code with respect to small in- 
vestors or beneficiaries who have pooled their funds and interests in 
order to secure or maintain investment in real estate. Even though 
such investments are achieved by setting up trusts, nevertheless, such 
trusts, if they have transferable shares or certificates of beneficial 
interest, have in recent years been subjected to a Federal corporate 
income tax. Many of these trusts were set up in the late 1800's or 
right after the turn of the century, and even though the Federal in- 
come-tax law came in in 1913, many of these trusts were not subjected 
to the corporate income tax until various court decisions came down 
in the late 1920's and early 1930's, which held them subject to said tax. 
By that time many of these trusts were losing money or making very 
little money, as did most owners of real estate, so that the tax was not 
too much of a burden. 

However, as the income situation turned and tax rates increased 
in wartime, the tax has become almost confiscatory. In fact, it is so 
onerous that almost no new real-estate trusts have been created in the 
last 20 years. 

The imposition of a corporate income tax on such trusts is especially 
unfair when it is considered that the purpose of such trusts is princei- 
pally to provide unified management and that, generally speaking, 
these trusts distribute substantially all their income to their benefi- 
claries or shareholders annually. In this respect, trusts are, in fact, 
conduits of income, just as are stock investment trusts, whose unique 
status has been specially recognized under the regulated investment 
company provisions of supplement Q (sections 361 and 362) of the 
Internal Revenue Code. 

Historically, real-estate trusts have been created in two different 
ways. The first are the real-estate trusts which were set up in order 
to enable small investors to acquire and build real-estate develop- 
ments, office buildings, apartments, ete., in major cities in the United 
States. 

It is interesting to note that many of the real-estate trusts which 
were set up on the eastern seaboard in the early days were responsible 
for the development of the major cities in the West, such as Chicago, 
St. Paul, Minneapolis, Seattle, ete. Small investors pooled their 
resources, contributed them into a real-estate trust and the trustee 
then proceeded to carry out the investment of these funds in real 
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estate, not only in the home city where the trusts were formed, but 
also in connection with developing the cities in the West. 

A second cause of the formation of real-estate trusts on the eastern 
seaboard arose from situations where long-term testamentary or inter 
vivos trusts terminated and the many remainder men involved sud- 
denly found themselves as tenants in common with an undivided in- 
terest in one or more pieces of real estate. Of course, it was wholly 
impractical for such individuals to join together in signing leases for 
managing these properties. There might be 30 or 40 of them with 
minor children involved. So they would contribute their shares in 
common into one of these real-estate trusts and might appoint 2 or 3 
trustees to manage the property so that they would be able to sign 
leases, pay expenses, and run the properties. Thus they got central- 
ized management. They also got diversification. Because, if you 
had $10,000 to put into real estate and you were a small investor, it 
was safer to put $1,000 into 10 of these real-estate trusts on different 
properties than it was to put all of your eggs in one basket. So, in 
that way, these real-estate trusts provided diversity of investments 
in real estate for small investors, just as do mutual stock investment 
trusts provide for small investors who want to put a few thousand 
dollars into an investment trust and thus have an interest in 20, 30, 
or 40 underlying securities rather than putting it in just one stock. 
The situation was similar to that which motivated the formation of 
these stock investment trusts, and this was recognized in 1936 with 
reference to stock investment trusts when so-called mutual stock 
investment trusts were granted the privilege of being taxed where a 
trust provided for the distribution of more than 90 percent of their 
income to the shareholders. This was further strengthened and rec- 
ognized when supplement Q came into the code in 1940 and was again 
changed in 1942. 

The provisions of this proposed bill, H. R. 5418, provide for insert- 
ing a new supplement in the code which will be known as supplement 
V and would grant substantially the same treatment to a real-estate 
trust with transferable shares as is now granted stock investment 
trusts in supplement Q. 

There are other provisions of the code which have recognized the 
need to take care of small investors. For instance, section 169 of the 
code with respect to so-called common trust funds. There again was 
a situation where there was a small amount of money to be invested, 
but you wanted to get diversification and centralized mangement, 
and banks who were trustees of a number of different small trust 
funds were granted the privilege under section 169 of setting up a 
so-called common trust fund into which a number of assets from 
various trusts were commingled into one pooled fund and could thus 
get a wider diversification of the investment but without having the 
common trust fund taxed as a corporation. 

Another illustration of the provision in the code has reference 
to cooperative apartment houses, where people pool their funds and 
each one owns his apartment and gets centralized management. 

So that the recognition of this for real-estate trusts would be no 
fundamentally new idea in the code. 

I think when you consider investment trusts, it is important to 

realize that historically real estate and real-estate mortgages were 
probably the first forms of invesment that had been recognized as a 
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medium of investment for trusts long before there was much interest 
in investing in common stocks on the part of trustees. So that we 
have a situation of property which is held for investment purposes 
and where people need centralized management and diversification. 

I well remember that when supplement Q was included in the law 
with respect to the taxation of stock-investment trusts some concern 
was expressed by Treasury officials as to whether that might have a 
serious effect upon revenues, to take away the corporate tax on those 
investment trusts to the extent that they distributed their income to 
beneficiaries—in other words, the dividends paid credit. It is now a 
matter of common knowledge that as a result of such beneficial tax 
legislation, the growth of stock-investment trusts has been enormous. 
In his book Investment Companies, 1953 edition, Mr. Arthur Wisen- 
berger states that from the date of the passage of the Investment 
Company Act of 1940 the assets of such investment trusts have in- 

vased from $447,959,000 in 1940 to $3,931,407,000 in 1952. Now, the 
diaeivetinns of those trusts which have been subjected to tax at these 
high income-tax rates on individuals in the last 5 years, from 1947 to 
1952, involved distributions of net investment income of $606,920,000 
and capital-gains dist ributions of $290, 751,000 and distributions from 
other sources of $3,438,000. Those figures come from the National 
Association of Investment ( ‘ompanies’ publication. So that it would 
appear that if investment in these real-estate trusts was encouraged 
rather than discouraged and if the policy which the Treasury has 
always advocated is followed of encouraging these people, in order 
to qualify, to distribute 90 percent of their earnings in dividends 
to the beneficiary shareholders, the chances are, as was true with in 
vestment trusts, that the revenues would be substantially increased 
by the taxation of the distributions at the high invidividual rates 
that we have today rather than suffering a loss of revenue by giving 
up the corporate tax on these trusts. 

Before closing, 1 would just like to mention 2 or 8 things in H. R. 
D418. 

We have sought to point out the objectives of protecting invest 
ments of these small investors in these trusts but at the same time 
providing certain safeguards. As I said, the bill would provide a 
new supplement V in the code with respect to taxation of these trusts; 
secondly, it would grant to such trusts and associations a dividends- 
paid credit in computing the net income subject to tax at corporate 
rates; third, the trust can qualify for the credit only if (1) at least 
60 percent of its gross income is derived from rents of real estate, 
interest on real-estate mortgages, gains from the sale or other distri- 
bution of real estate, or similar income derived directly or indirectly 
from real estate; (2) less than 30 percent of the gross income comprises 
net gain from the sale or other disposition of property held for less 
than 6 months; and (3) 90 percent or more of its net income is dis 
tributed to the shareholders or beneficiaries each year computed 
without regard to net long-term or short-term capital gains. 

We submit that this achieves the objective and at the same time 
protects the Government and the Treasury against people who might 
think they could climb in under this provision for oan antage without 
really qualifying in the type of trust I have been talking about. 

One question which I think might arise in the minds of the com- 
mittee is why we said at least 60 percent of its gross is derived from 
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rents of real estate. You might say why did not we say 70 or 80 
percent from rents and real estate things. You have to have in mind 
these are long-term trusts. In holding real estate, they must take a 
deduction for depreciation and set up a depreciation reserve. So 
that the spread between the rent income and 100 percent of the income 
of those trusts is usually intended for investment of the depreciation 
reserve in securities in order that the trusts, by that investment of 
the depreciation reserve, may have the funds either to restore the 
depreciation of the building, put the building back in shape when it 
becomes depreciated or obsolescent, or build a new building, if the 
building is ultimately abandoned and torn down. So that you have 
to have some latitude and leeway for these trusts to invest their 
depreciation reserves. And that should not be an objection to the 
bill, because, after all, if you have a system of stock-investment trusts 
which invest 100 percent of their assets in securities, you should not 
object to a real-estate trust which invests 40 percent of its assets 
in securities. 

I thank you very much for the opportunity to appear. 

The Cuarrman. Thank you very much, Mr. Higgins. 

Mr. Hicerns. I would like to suggest that Mr. Brooks be the next 
person to speak on this subject. 

(The statement submitted for the record by Mr. Higgins is in full 
As follows:) 


STATEMENT BY ALLEN H. W. Hicoins, ATTORNEY, Boston, MASS., IN SUPPORT OF 
H. R. 5418 


The purpose of H. R. 5418 is to relieve an inequity and unjustifiable hardship 
under the Internal Revenue Code with respect to small investors or beneficiaries 
who have pooled their funds and interests in order to secure or maintain invest- 
ments in real estate or interests in real estate, including real-estate mortgages, 
and shares of real-estate trusts or real-estate associations. 

Even though such investments are achieved by setting up trusts. nevertheless 
such trusts, if they have transferable shares or certificates of beneficial interest, 
have in recent years been subjected to a Federal corporate income tax. The 
imposition of a corporate income tax on such trusts is especially unfair, when it is 
considered that the purpose of such trusts is principally to provide unified manage 
ment, and that, generally speaking, these trusts distribute substantially all their 
income to their beneficiaries or shareholders annually. In this respect the trusts 
are, in fact, conduits of income, just as are stock-investment trusts, whose unique 
status has been specially recognized under the Regulated Investment Co. provi- 
sions of supplement Q (secs. 361 and 362) of the Internal Revenue Code. 

Under supplement Q of the Internal Revenue Code, regulated investment com- 
panies are not subjected to a Federal corporate income tax, provided they meet 
certain conditions, and especially if they distribute during the taxable year to 
their shareholders as taxable dividends, other than capital-gain dividends, an 
amount not less than 90 percent of their net income for the taxable year. 

The proposed act attached hereto would, by inserting a new supplement in the 
Internal Revenue Code to be known as supplement V, grant substantially the 
same treatment to real-estate trusts as is now granted to stock-investment trusts 
under the Internal Revenue Code. Such similar treatment of the two types of 
trust is not only fair and equitable, it is also completely justified when their 
purposes and operations are analyzed 

The justification for granting special treatment to stock-investment trusts under 
supplement Q was that such trusts permitted small investors to invest their 
funds, by indirect ownership of a variety of stocks and bonds, and thereby obtain 
competent management of their investments, diversification, and the minimizing 
of risks. These objectives would not be obtainable to such investors if, with their 
limited capital, they tried to invest directly in stocks and bonds for themselves. 

A similar purpose was effected by the provisions of section 169 of the Internal 
Revenue Code with respect to so-called common-trust funds. 
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In both these instances it was felt by the Congress and those sponsoring the 
hanges in the code that if these investment trusts were, in fact, substantially 
enduits of income in that they merely managed the investments, collected the 
income and distributed substantially all the income to the beneficiaries or share- 
holders, then such income should not be subjected to double taxation by first 
having the income subjected to a Federal corporate income tax and then by 
having the distribution from the trusts taxed again when received by. the 
beneficiaries or shareholders. 

In fact in both the case of the investment trusts, or regulated investment com- 
panies, and in the case of common-trust funds it was recognized that to a certain 
extent the distributions retained the same character in the hands of the share- 
holders as they did when received by the trusts. For example, in the case of the 
provisions with regard to stock investment trusts under section 362 (b) (7) of 
the code such regulated investment companies were permitted to distribute 
apital gains received by the company to the shareholders and the shareholders 
in turn were permitted to treat such distribution as long-term capital gains in 
their individual income-tax returns, 

It is submitted that similar treatment should be afforded to real estate trusts 
and their beneficiaries and shareholders and the act hereto attached is designed 
to carry out such purpose. 

In the case of regulated investment companies under section 362 their invest- 
ments are confined to investments in stocks and bonds In the case of real 
estate trusts their investments are confined largely to investments in real estate 
or interests in real estate, including real estate mortgages, and shares of real 
estate trusts or real estate associations. From time to time small amounts of 
the available funds of such trusts may be temporarily invested in stocks and 
bonds 

Real estate and real estate mortgages have for generations been recognized 
as media of investments Individuals, as wel! as trustees under wills and 
frustees under inter vivos trusts, have long recognized real estate as a sound 
nvestment. Just as with investments in stocks and bonds, however, diversifica 
tion is desirable and this diversification has been achieved by setting up real 
estate trusts so that no one small investor would have too large a percentage 
of his investments in any one property. In this respect the real estate trusts 
ire very analogous to the stock investment trusts 

Real estate trusts are also analogous to stock investment trusts in that the pur- 
pose of each is to provide competent centralized management of investments. The 

verage small investor is not only not able to diversify his investments, but also is 
unable to give the time and attention to the management of such investments. 
When the investment is with respect to an interest in real estate, such manage- 
men is most essential. It is also essential in connection with selecting the real 
estate to be invested in. Although some real estate trusts have an investment 
n only one property, many real estate trusts have investments in several prop- 
erties From time to time these properties may be sold and the proceeds re 
invested in other properties. 

Historically real estate trusts have been created in two different ways. First 
re the real estate trusts which were set up in order to enable small investors 
to acquire and build real estate developments, office buildings, apartments, etce., 
n major cities. Many of the real estate trusts which were set up in the eastern 
seaboard in the early days were partly responsible for the development of the 
major cities in the West such as Chicago, St. Paul, Minneapolis, Seattle, ote 
“mall investors pooled their resources, contributed them into a real estate trust 
and the trustees then proceeded to carry out the investment of these funds in 
real estate. 

A second cause of the formation of real estate trusts in the eastern seaboard 
arose from situations where a long-term testamentary or inter vivos trust termi- 
nated and the many remaindermen involved suddenly found themselves as ten- 
ants in common with an undivided interest in certain real estate properties. It 
was wholly impractical for such individuals to join together in signing leases 
for managing these properties. In many instances the remaindermen were 
minors, and it was necessary to get guardians appointed for them. As a means 
of securing centralized management of these properties, all of the individuals 
involved got together and formed a real estate trust. They designated one o1 
more trustees who would manage the properties, collect the rents, pay the ex 
penses, and distribute the net income to the beneficiaries. In some instances, 
the beneficiaries held no actual certificates but had merely a percentage bene 
ficial interest. In other cases certificates of beneficial interest were distributed 





1502 GENERAL REVENUE REVISION 


which facilitated the transfer of such certificates to members of the family either 
during their lifetime or upon their death. 

In both of the foregoing types of situations in which real estate trusis wer: 
formed the same principles of centralized management and diversification of 
investment prevailed. 

For many years after the Federal income-tax law was passed in 1913 many 
of these trusts, which were much more like strict trusts than associations, were 
for tax purposes treated like testamentary trusts. Their income, if distributed, 
was taxed only to the individual shareholders and the trust paid no tax. By 
1935 various rulings of the Treasury Department and court decisions had deter- 
mined that most of these trusts were associations, taxable like corporations. At 
present, substantially all of these trusts are now taxed like corporations, unless 
the trust is in liquidation (in which case they are held no to be carrying on busi- 
ness and, therefore, not taxed as a corporation). Accordingly, many such real- 
estate trusts, long after their formation, and after a long period of not being 
taxed on the sums received, which were distributed to shareholders, suddenly 
found themselves subject to the Federal corporate income tax on all income 
received. This substantially cut down the amount of net income available for 
distribution to shareholders and made the investment in such trusts much less 
attractive to individual investors. After applying the present Federal corporate 
rate of 52 percent to the income received by the trust the shareholder’s distribu- 
tion is so much smaller that the formation of any new real-estate trusts has been 
discouraged. 

Looking at the question from the broad overall economic point of view, invest- 
ment in real estate, the stimulation of new real-estate developments, and the 
construction of buildings, the Federal tax laws should encourage rather than 
discourage such investment Many eminent congressional leaders as well as 
economists and financial leaders have expressed concern with respect to the 
difficulties of securing equity venture capital. The granting of relief to real- 
estate trusts would stimulate such venture capital in a field which is most impor- 
tant to the welfare of the country. 

The cost to the revenue, as the result of the adoption of the proposed act may 
be minor, and, in fact, may ultimately result in an increase rather than a de- 
crease, The proposed act requires that such real-estate trusts must distribute 
90 percent of their net income to the beneficiaries or shareholders. With individ- 
ual tax rates as high as they are today the larger distributions which the trusts 
will be able to make will be subjected to such high individual tax rates and may 
well enhance the revenue 

The Treasury Department and the Congress has for many years sought to 
encourage organizations to distribute substantially all their earnings to share- 
holders or beneficiaries so that the Treasury will obtain taxes at individual 
rates on such distributions. This was the purpose of the so-called undistributed 
profits tax and also section 102 of the Internal Revenue Code. A similar object 
was sought by the so-called 65-day rule applicable to distributiens by trusts. Ac- 
cordingly, the provision in the proposed act requiring real-estate trusts to dis- 
tribute 90 percent of their income to beneficiaries or stockholders would carry 


t 


out recognized objectives of the Treasury Department and the Congress. 


SUMMARY OF THE PROVISIONS OF THE BILL 
1. Provides for a new supplement V in the Internal Revenue Code covering 
the taxation of real-estate trusts and associations with transferable shares of 
beneficial interests 
2. Grants such trusts and associations a dividends-paid credit in computing 
the net income subject to tax at corporate rates. 
Such a trust or association can qualify for the credit under 2 supra, only if— 
(a) At least 60 percent of its gross income is derived from rents of real 
estate, interest on real-estate mortgages, gains from the sale or other dis- 
position of real estate or similar income derived directly or indirectly from 
read estate. 
(b) Less than 30 percent of the gross income comprises net gain from 
the sale or other disposition of property held for less than 6 months. 
(c) Ninety percent or more of its net income is distributed to the share- 
holders or beneficiaries each year computed without regard to net long-term 
or short-term capital gains. 
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CONCLUSION 


In conclusion it is submitted that the proposed act should be approved by the 
Treasury Department and enacted by the Congress for the following reasons: 

1. It corrects an existing inequity in the revenue law with respect to the taxa 
tion of real estate trusts. 


» 


2. It taxes real estate trusts on substantially the same basis as stock investment 
trusts. 

3. It will not substantially reduce and may in fact increase the revenue 

4. It will encourage equity investment in real estate and stimulate activity in 
the construction industry. 

5. It will enable small investors to invest in real estate and to get the benefit 
of experienced centralized management and diversification of investment 

6. It will encourage the distribution of substantially all the income of real 
estate trusts to investors. 

7. By increasing the income of such investors it would increase the income 
subject to taxation at individual tax rates. 


STATEMENT OF EDWIN D. BROOKS, PARTNER OF THE FIRM OF 
MINOT, DeBLOIS & MADDISON, BOSTON, MASS. 


Mr. Brooks. Edwin D. Brooks, partner of the firm of Minot, 
DeBlois & Maddison, Boston, Mass. 

I want to say first, for the reason I have been associated with the 
management of some of these trusts, either earlier as an employee and 
for many years as a trustee, since 1907, that the problems of the earlier 

vears in running one of these trusts had nothing to do with taxes. 
The only tax they had to pay was the property tax on their property. 
ind that went on for many years. At the present time these trusts 
cannot possibly grow, because of the Federal income tax. But the 
main points I want to bring out are that there are factors peculiar to 
real-estate investment only. The first one is that it is universally 
recognized that the direct property tax has resulted in placing on real 
estate an unjustifiable share of the cost of municipal services. I do 
not think I need to argue that point. There has been little or no 
change in the law as to this tax since the early days of the colonies 
when land, buildings, farm equipment, horses, and cattle were the 
chief forms of wealth and a fair measure of ability to pay. This tax 
is essentially an open-end tax, the rate of which is fixed each year to 
meet the expenses of each town and city. Going back only to 1939. 
the average percentage of this tax for all of the cities and towns of 
Massachusetts has increased from 3.59 percent in that year to 5.186 
percent on 100-percent assessed value. 

The second point I want to bring out is that the position of 
owner of rental real estate, be it an office building, retail store, ware 
house, or apartment house, is fundamentally different from that of 
practically all of the businesses for which the Federal corporation 
income-tax law was designed. The latter businesses in general produce 

buy and sell products which they turn over several times each 
year. They must on the average fix their selling prices at rates which 
cover their expenses, including income taxes, or cut back their oper- 
ations to save expenses. The owner of rental real estate has a fixed 
amount of space in a building with a useful life of from 30 to 50 years, 
and the rental he can get is fixed by the law of supply and demand 
from year to year. His operating expenses and property taxes re 
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main substantially the same whether his building is fully occupied or 
half vacant. Furthermore, most important business leases are made 
for terms ranging upward from 5 years. If a lease is such that the 
owner pays the taxes, any increases in the property tax reduce his net 
income. If the tenant nays the taxes, an additional rental not antic 
ipated when the lease was made fails on the tenant. 

As an example - this type, we recently renewed a lease made in 
1938 and expired in 1951 of a good ret: ail location to a substantial 
tenant. The old aes called for a rental plus taxes. The property 
taxes in the first year of the lease were $12,803 and in the fast year 
were $22,050. The resulting rental cost to the tenant in the latter 
years of the lease was substantially more than the rental value of the 
property. The lease had to be renewed at a very substantial reduc- 
tion. The trust owning the building paid a Federal tax when the 
original lease was made at the rate of 16.5 percent and now pays at 
the rate of 52 percent. In any case, a real-estate trust, as owner, 
suffers a decreased return on its property for every increase in Federal 
income-tax rates during the term of the lease, which he is powerles: 
to change until its expiration. 

If any relief of inequities on sound moral grounds is to be granted 
in a revision of the Federal income-tax laws, the owners of shares in 
real-estate trusts should qualify among the first, especially when 90 
cents of every dollar of the tax saved by the trust must be paid in 
dividends taxable to the shareholders. 

I thank you. 

The Cuairmman. Thank you very much, Mr. Brooks, for your testi 
mony. It is very helpful. 

I believe we now have one more of your group. 


STATEMENT OF MOSES WILLIAMS, PARTNER IN THE TRUST AND 
MANAGEMENT FIRM OF MINOT, DeBLOIS & MADDISON, BOSTON, 
MASS. 


Mr. Wituiams. My name is Moses Williams. I am a partner in the 
trust and management firm of Minot, DeBlois & Maddison in Boston 

In the consideration by the Congress of H. R. 5418, emphasis should 
be given to the fact that the application of the Federal corporation 
income-tax law to real-estate trusts prevents their growth except to the 
extent of their borrowing capacity. Even though interest on borrowed 
money is a deduction in computing Federal income tax, conservative 
trustees and managers are careful to keep mortagages on real estate 
toa minimum. Additional equity cannot be attr: ‘acted as the rate of 
return on new investments, after Federal income tax, cannot equal the 

same return on good real estate purchased before the full burden of the 
Federal corporation income tax fell on real-estate trusts. 

For example, a good piece of property on F Street, here in the 
Capital, was sold a few years ago on the basis of a 5-percent return on 
the investment. No real-estate trust could raise additional equity for 
such a purchase, as the return after Federal income taxes would be less 
than 21% percent on the new capital. In order to obtain a return on the 
new investment after Federal income taxes, comparable to that from 
investments made before these taxes became so burdensome, the return 
on that property would have to 8 percent, which is impossible. It is 
impossible, Mr. Chairman, to buy good property on an 8-percent basis, 
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When most of the real-estate trusts were formed in Boston in the 
1880-1900 period, to enable small investors to have diversified holdings 
in real estate, the trust form was used, as Massachusetts corporations 
for the purpose of holding real estate for investment were forbidden 
by law. Thisso-called Massachusetts trust to which Mr. Higgins made 
reference also provided certain management advantages so that some 
of the same trustees who formed the first real-estate trusts also started 
the Boston Personal Property Trust, which is now a regulated invest- 
ment company and which Mr. Wisenberger in his books says bears the 
distinction of being the oldest investment company in the United 
States. Three of the present trustees, including myself, are also 
trustees of real-estate trusts formed at the same time. 

I direct my analogy to the similarity between real-estate trusts and 
investment trusts. 

1 thank you very much. 

The Carman. Thank you very much for your contribution, and 
thank all of you. We are glad to have you here. 

The next witness is Mr. William E. Mallett, United Cerebral Palsy 
Associations. 

Should I address you as “Doctor”? 

Mr. Mauierr. No, sir. Iam nota doctor; I am an engineer. 

The Cuarrman. If you will just give your name and the capacity 
in which you appear, we will be glad to hear you. 


STATEMENT OF WILLIAM E. MALLETT, JACKSON, MISS., MEMBER, 
BOARD OF DIRECTORS, UNITED CEREBRAL PALSY ASSOCIATIONS, 
INC. 


Mr. Matierr. Good morning, Mr. Chairman and members of the 
committee. 

My name is William E. Mallett. I reside in Jackson, Miss., and I 
am the head of the architectural and engineering firm of Mallett & 
Associates, which is the largest in the Mississippi Valley, south of St. 
Louis, and which speci: alizes in industrial and munic ipal work in addi- 
tion to planning heavy construction for our military forces. Our busi- 
ness is located at 41614 East Amite Street, in the city of Jackson, State 
of Mississippi. 

I am a member of the Sons of the American Revolution, the first 
secretary and treasurer of the Mississippi Society for Professional 
Engineers, and was one of the principal organizers, and for 7 years 
president of the Mississippi Association for the Aid of Spastic Chil- 
dren. I have also been treasurer and on the board of directors of the 
Mississippi Society for Crippled Children and Adults. Since World 
War II I have devoted most of my spare time to promoting the cause 
of physically handicapped people. 

At the present time I am president of United Cerebral Palsy of 
Mississippi, Inc., a member of the board of directors of United Cere- 
bral Palsy Associations, Inc., the national organization, and the father 
of a cerebral-palsied child. 

What I have said thus far is merely for the purpose of introducing 
myself but I think that it would help you to better understand my 
background if I were to tell you that I own a considerable amount of 
property in the city of Jackson, Miss., and have in recent years been 
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paying a millionaire’s income tax, although I fall considerably short 
of being one. 

Gentlemen, it is an honor for me to appear before you. 

My reason for being here is to try to prove a case on behalf of the 
permanently disabled, who I believe are completely forgotten people 
under our revenue laws. I am truly grateful for the privilege of par- 
ticipating in these hearings for revenue revisions. When the request 
was made for me to testify at these hearings, I specified topic 34. which 
has to do with gift- and estate-tax problems. However, a further 
study reveals the fact that the relief which we are seeking for these 
permanently disabled persons will require a revision under topic 31, 
which has to do with income-tax treatment of estates and trusts. 

As I stated, my plea is on behalf of permanently disabled persons 
and by that I mean individuals who are permanently incanacitated in 
connection with normal remunerative employment, or by reason of a 
medically demonstrable sickness or physical defect or infirmity, 
whether congenital or acquired by accident or illness. 

As the father of a permanently disabled cerebral palsied child, I 
have a selfish interest in this matter. I think it is most unfair for 
one who has worked as hard as I have most of my life for adequate 
protection of my paralytic child, not to be able to provide for him 
fully when I am gone and there is no one else to do so. 

I understand that these hearings are concerned only with tax revi- 
sion and that the information gathered at these hearings will be used 
as a basis for subsequent tax changes. It is my proposal that no taxes 
should be levied on any legacy left for the upkeep of a permanently 
disabled individual, whether it be an estate tax or an income tax, as 
the Government, in assessing such taxes, is interfering with a natural 
and moral duty. 

I am just as much concerned for the man with little means as I am 
for the rich man. The problem is the same but in different degrees. 

As a parent I feel that I am qualified to speak on behalf of all 
parents of disabled children who are faced with the horrible night- 
mare of what will become of their child after we have been called 
to the Great Beyond. 

Will they become public wards, or will we, during our lifetime be 
able to accumulate a sufficient amount of money to set up a trust in our 
will to take care of them? Iam sure that we are all aware of the fact 
that life expectancy in the United States, even in the case of perma- 
nently disabled persons, ranks highest in the world today, and that 
medical standards and techniques of research in this country are out- 
standing. What is their span of life? Because of the advances and 
treatments, these crippled persons can live as long as vou and I. We 
are informed that many live to the age of 60, some to 70 or even to 80. 

The permanent crippling from various diseases such as_ polio, 
epilepsy, cerebral palsy, Parkinson’s disease, and the like, is usually 
so severe as to cause profound psychological, social, and economic dis- 
location for the sufferers. A great many of these severely handi- 
capped people have a high intelligence, some are normal and some 
below normal. In some instances, they are unable to walk or to stand 
or even sit, alone. Some cannot talk. Some must be fed. They must 
all have help and attention. 

I specifically call your attention to the case of a genius named Emik 
Avakian, of Crestwood, N. Y. Mr. Avakian is completely crippled. 
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He has the use of his eyes and has read many books on the subject of 
lectronics, and became an expert. He invented a machine by which 
ie blows into 1 of the 4 microphones which operate his remarkable 

ypewriter, vaeaid by his breath. He is now working on an in- 
volved problem presented by the United States Department of De- 
fense. He is confined to a wheelchair. He cannot walk or take care 

‘f his personal wants and must be fed. Should this man be put in a 
haritable institution / 

Price Waterhouse & Co., of New York City, eminent tax experts, 
have prepared for me a schedule showing the effect of Federal and 
State estate taxes upon five hypothetical bequests by a testator in trust 
for the benefit of his disabled child. I am submitting this schedule 
for your information. The legacies range from $50,000 to $150,000 in 
an assumed net estate, after any marital deduction and before exemp- 
tions, of $250,000 and $500,000. The schedule shows the share of tax 
on the legacy chargeable to the residuary estate should the testator 
provide that estate taxes be paid out of the residuary estate, the net 
amount of the legacy if the legacy is required to bear its portion of 
the tax, and the amount of a bequest necessary to arrive at the net 
amounts specified from $50,000 to $150,000 should the pants be charge- 
able with its portion of the tax. The calculations are made on the 
assumption that State estate and inheritance taxes are equivalent to 
80 percent of the Federal basic estate tax, and that there are no further 
credits against the tax. 

According to this schedule, thousands of dollars must be paid in 
taxes on a trust fund set up for such a disabled person. I am not 
tax expert but it would seem to me that the tax on such a trust fund 
as I have described could remain in abeyance for the life of the 
crippled person and be imposed on the remainder at the time of the 
termination of the trust. 

I am not opposed to estate and income taxes. I believe in them. 
When normal people having all their faculties are left inheritances 
a good part should be taken by the Government even with the present 
high percentages of estate and income taxes. Some ve ry strong, able, 
healthy people, nevertheless, receive more money by inheritance than 
is good for them. If the parent of a permanently crippled child 
wants to create a trust for the care and maintenance of this child 
after the parent is gone, he is in most instances faced with an insur- 
mountable obstacle caused by the present estate- and income-tax laws. 

Let use see if this is good business from an economic standpoint. 
If a parent leaves a trust fund of $50,000 for a permanently disabled 
individual, under this schedule the taxes chargeable to the residuary 
estate are anywhere from $9,000 to $12,000. If the beneficiary of this 
type of trust should live for 10 years, it would cost the Government 
at least $5,000 to maintain him as a public ward, and if he lives for 
20 years it would cost somewhere in the neighborhood of $50,000. 
Is this good business ? 

You may well imagine the feelings of parents of these children 
who are not dangerous to society. Why should they be sent to mental 
or custodial institutions? Believe me, there is a very close bond 
between parents and severely crippled children. We love them and 
can do things for them when we are around. Would you want to 
live with your conscience if you knew when you passed on, your 
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child would be placed in a mental or other institution because of 
your failure to set aside sufficient money for his support and mainte- 
nance in a private sanatorium, due to the fact that unreasonable estate 
and income taxes must be paid ¢ 

We are not asking anything for ourselves. We are only asking 
that the estate-tax laws be revised so that during our lifetime we 
can accumulate enough money to set up a trust for our permanently 

ppled children. 

I propose that section 812 of the Internal Revenue Code, chapter 3, 
be amended by the addition of a new subdivision called 812F, cover- 
ing transfers in trusts for permanently disabled individuals. This 
will provide a total exemption during their lifetime from estate taxes 
on trusts set up for permanently disabled persons. 

I do further propose that section 162 of the Internal Revenue Code 
be amended by the addition of subdivision 162G. This has to do with 
income taxes. Let us assume that the estate-tax law is amended to 
provide for an exemption during the lifetime of the permanently 
disabled individual and the estate provides an income of $6,000, 
Under the present rate of the income-tax laws the trust would pay 
$1,500 taxes and there would be $4,500 left. 

Gentlemen, what I have outlined to you this morning presents a 
heartbreaking problem for the parents of permanently ‘disabled in- 
dividuals. You have the fate of these unfortunate people in your 
hands. Shall we, the parents, be permitted to provide decent care 
during their lifetime where possible, or will they become public 
wards? We plead with you for your help and understanding. 

Now, gentlemen, if you will bear with me for a few more minutes, 
there is one other matter which does not seem to be included in the 
topics listed in sequence of consideration for these hearings. I spe- 
cifically refer to the matter of additional income-tax exemptions to 
taxpayers supporting dependents who are permanently disabled. 

At the persent time there is a specific exemption of $600 for a blind 
person. Iam afraid I cannot recognize the difference between a blind 
person and one who is permanently disabled. In my opinion, it will 
not require any oratory on my part to convince your honorable com- 
mittee that a taxpayer supporting a dependent who is permanently 
disabled is, in almost every case, in dire need of an additional $600 
tax exemption. It is my belief that this tax exemption should be in 
addition to the deduction of medical and dental expenses now per- 
mitted under the Internal Revenue Act. 

[ therefore respectfully propose an amendment to the Internal Rev- 
enue Code that will grant an additional $600 income-tax exemption 
to taxpayers supporting dependents who are permanently disabled 
from whatever cause. 

Mr. Kean. How would you define a permanently disabled person? 

Mr. Mauuerr. A permanently disabled person is one whom the 
medical authorities in general agree upon as being unable to recover 
to the extent of ever being able to earn his own livelihood. 

Mr. Kran. Ever being able to earn his own livelihood ? 

Mr. Mauuierr. Yes; of ever being able to earn his own livelihood. 

Mr. Kean. I do not think that is true, of course, of the majority 
of people who have cerebral palsy. I know one person, for instance, 
who is secretary to one of the commissioners of Newark and is doing a 
fine job, who has cerebral palsy. 
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Mr. Mauerr. More power to him. And let me say to you that not 
all cerebral palsy people are permanently disabled. A great many of 
them can and have recovered. It is a malady that varies in degree 
all the way from complete helplessness up to the point of being able 
to recover and become a normal person. 

Mr. Simpson. Would you think, if the committee did something, 
that it should be on the basis of definition of the disease or on the basis 
of the individual case ? 

Mr. Mauuerr. Mr. Simpson, frankly I am not enough of an expert 
on legislation to attempt to answer that. I really do not know the 
answer to it. Iam afraid I would give the wrong one if I gave any 
at all. 

Mr. Eseruarrer. You have made a very appealing proposal. It 
occurs to me, Mr. Mallett, if we were to follow your suggestion, we 
would encourage people who have a considerable estate to set up trust 
funds for individuals whom they may know or may know some of 
their family, and in that respect, do a great deal of good socially and 
keep some of these people who have no estate from worrying about 
their children afterward. 

Mr. Maturrr. Yes, sir. 

Mr. Exsernarter. And also keep those children from being com- 
pelled to go to institutions. 

Mr. Matierr. Right. 

Mr. Esernmarrer. So we can look at it from a social standpoint. I 
am certain there are many, many people with large estates who would 
prefer to take care of some individual, for instance, with a trust fund 
of $50,000 or $100,000, rather than to create or make an outright grant 
to some institution. 

Mr. Maurerr. Right, sir. 

Mr. Evernarrer. I think your proposal has quite a bit of merit. 

Mr. Mauierr. Thank you. I feel sure, Mr. Eberharter, that legis- 
lation of this kind would encourage a return to our former rugged 
adoption of our own moral and natural problems. It would encourage 
people to take on the upkeep of these children, which is a natural and 
moral duty, as they should. And if we did not accomplish any more 
than to encourage, I would say that would more than justify it. 

The Crarrman. Thank you very much for your appearance and 
the contribution you have made to the committee. 

The next witness is Mr. Walter H. McClenon of Takoma Park, Md. 

Mr. McClenon, we are very glad to see you. We are always glad to 
see you here. 

Mr. McCienon,. Thank you. 

The CHarrman. You are rendering a great public service. I hope 
there will be many more like you. 


STATEMENT OF WALTER H. McCLENON, TAKOMA PARK, MD. 


Mr. McCienon. Mr. Chairman and members of the committee, my 
name is Walter H. McClenon, of 7211 Cedar Avenue, Takoma Park, 
Md. This morning I want to suggest a basic change in subsections 
(b), (c), and (d) of section 162 of the Internal Revenue Code, relating 
to the net income of estates and trusts. The matter is highly technical, 
and I would not presume to offer any suggestion except for the fact 
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that I gave it considerable study a few years ago, in collaboration 
with other members of the technical staff of the Joint Committee. 

The present law is no doubt the result of years of administrative 
experience, and somewhat approaches an equitable solution of the 
problems involved. But I do not think anyone would maintain that 
it is entirely satisfactory. The adoption of any one of a number of 
proposed substitutes would lead to some improvement. But I think 
each substitute that I have seen is really trying to put the cart before 
the horse. Let me try to explain the problem in simple terms. 

Basically what is involved is the taxing of A on account of what is 
really B’s income. The problem does not arise where there is only 
one beneficiary of an estate or trust, or where there are only two bene- 
ficiaries who file joint income-tax returns. But in many cases there 
are several beneficiaries, whose interests in the estate or trust are not 
identical. In general, an estate or trust is entitled to deduct from its 
gross income all amounts distributed as income to the beneficiaries. 
Under the present law and under all the proposals for its amendment 
which I have seen, except the one I helped work out, the deduction 
from the income of the estate or trust is first computed by the use of a 
very complex formula; then the same amount is charged to the income 
of “the beneficiaries,” without any very clear statement as to how much 
is to be charged to each beneficiary. 

It seems to me the only logical and equitable approach is to find 
out first how much can reasonably be charged to the income of each 
beneficiary, and then allow the estate or trust to deduct the total of 
these amounts. This would always prevent charging one beneficiar 
with income that is in fact the income of another beneficiary; and 
have not seen any other proposal that will always do so. 

I will not take your time this morning to go into the details of 
the proposal; the detailed draft is undoubtedly available in Mr. 
Stam’s office. If any of you are interested in pursuing the matter 
further, I should be glad to discuss the details at any time, preferably 
in collaboration with someone from Mr. Stam’s group. What I 
want to say this morning is simply this: Please do not tax A on 
the income of B. 

The CHarrMan. We thank you very much, sir, for your appearance 
here, and hope you will appear again. 

Mr. McCienon. Thank you. 

(The following material was submitted for the record on topic 31:) 


STATEMENT BY ELLSworTH C. ALvorD, WASHINGTON 6, D. C. 


The treatment of trust income was thrown into confusion in 1940 by the 
decision of the Supreme Court in Helvring v. Clifford. This decision was an 
attempt at judicial legislation through invoking the application of section 
22 (a) of the Internal Revenue Code in an area for which Congress had pro- 
vided specific rules in supplement E of the code. In that case the grantor 
created an irrevocable trust for a period of 5 years, naming his wife as bene- 
ficiary and himself trustee, with the trust assets to revert to the grantor at 
the end of the 5-year period. The Court held the grantor taxable on the 
income from the trust notwithstanding the specific provisions of supplement B 
with respect to trust income. Subsequent to the Clifford decision, the Treasury 
regulations have provided an elaborate set of arbitrary rules dealing with 
short-term trusts. It is not yet clear what effect the courts will give to these 
regulations. This is an area in which both the courts and the Treasury have 
attempted to legislate. It is time for Congress to provide certainty in this area 
by laying down its own specific rules. 
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Recommendation: Amend section 22 (a) of the Internal Revenue Code to 
prevent any possible application of it to the question of who is taxable on trust 
income, and provide specific statutory rules for the taxation of the income of 
Clifford trusts in supplement E of the code. These specific rules should provide 
that trust income be taxed to the grantor only (1) If the trust is for a period 
which must end in less than 5 years, and the trust assets must revert to the 
grantor or his estate or must be disposed of as he directs, or (2) if the grantor 
retains the power to determine who shall receive the trust income. 





STATEMENT OF THE CHAMBER OF COMMERCE OF THE UNITED STATES ON 
INTERNAL REVENUE CODE REVISIONS 


The income taxation of estates and trusts, grantors, transferors, and bene 
ficiaries should be effected only under the provisions of supplement E. Sim- 
plicity, clarity, and fairness can be more readily attained thereby and broad, 
general provisions, such as section 22 (a), should have no application in this 
field. 

Amounts distributed or distributable to an income beneficiary of a trust should 
be deductible by the trust and taxable to the beneficiary to the extent that such 
amounts constitute net income for the taxable year under the terms of the 
instrument creating the trust in accordance with applicable local law, and such 
net income taxable to the beneficiary should not include any items which do not 
constitute taxable income to the trust. There should also be excluded from 
taxable income to the beneficiary amounts of taxable income constituting prin- 
cipal, such as extraordinary cash dividends and taxable stock dividends, unless 
the same are, without bona fide doubt, distributable to the beneficiary. In other 
words, there should be no Federal statutory concept of distributable income. 
Items which are not taxable in the hands of the fiduciary should not become 
taxable through distribution to the beneficiary, as in the Johnston, Plunkett, and 
McCullough cases. 

The conduit rule should be applied to all distributions to beneficiaries so that 
whatever is taxable to them will continue to have the same nature as it had in 
the hands of the fiduciary. 

The existing 65-day and 12-month rules have proved to be administratively 
complex and difficult to understand. These rules should be eliminated and rules 
for the clear tracing of taxability of income as between the fiduciary and the 
beneficiary should be adopted in as simple form as is practicable, without double 
taxation of any item and with safeguards against tax avoidance abuse. It is 
probable, however, that use of the so-called throwback method would result in 
more administrative difficulties than it would solve. 

It is recommended that Congress include in supplement E express rules for 
taxation of trusts of the Clifford type. The Treasury Department should not 
have authority to promulgate regulations having the nature of legislation in 
such a broad field. The Clifford case held in effect that the grantor had retained 
such a “bundle” of rights with respect to the trust that for all practical purposes 
he remained the owner of the assets. However, when the Treasury Department 
promulgated the so-called Clifford regulations, it used as a yardstick for tax- 
ability in several instances not a bundle of retained rights but single ones of a 
nature similar to those making up the bundle in the Clifford case. It is probable 
that parts of these regulations exceed the intent of Congress and it is certain 
that they are unreasonable because of the single yardstick approach. 

It is recommended that the grantor of a trust should not incur tax where he 
has diverted himself for 5 years or more of ownership of the principal and income 
of the trust and of any power to control the beneficial enjoyment of such prin- 
cipal and income. Humans are not capable of planning accurately to any ma- 
terial disadvantage of tax revenues beyond a short number of years and, if the 
beneficiary is irrevocably vested with the enjoyment of the property during at 
least a 5-year interval, the grantor should not be taxed with respect thereto 
The 5-year rule should also be applied to cases of irrevocable assignments of 
income in situations such as those in the Blair and Schaffner cases. 

It is recommended that a distinction be drawn between administrative powers 
under which the grantor may obtain economic benefit and administrative powers 
under which economic benefit for the grantor is not possible or is so incidental 
or intangible as to be disregarded. For example, the grantor should be taxed 
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where he possesses a power to borrow without collateral and reasonable inter- 
est, or retains a power to substitute assets without regard to fair market value, 
or retains a power to change beneficiaries or amounts of beneficial interest. The 
grantor should not be taxed where he retains in a fiduciary capacity a power 
to vote stock or to direct or veto the purchase, sale, or exchange of assets, !e- 
cause in none of the latter cases may the beneficiaries of the trust be deprived 
of the real and direct economic benefits on which the income tax is measured. 

It is recommended that no attempt be made to define by relationship persous 
having certain powers who are sufficiently subservient to the grantor to give 
him in effect the power involved. Such subservience should be established by 
the facts. If it exists in fact, the grantor should be taxed, but if it does not 
exist, he should not be taxed merely because he has 2 certain relationship to the 
possessor of the power. 

This statement does not attempt to go into the refinements which are neces- 
sary in cases where income is taxable to a person other than the one to whom 
it would be taxable under the general rules. 

There should be no arbitrary rules as to the taxation of estates in a manner 
different from the taxation of trusts if the 65-day and 12-month rules are elimi- 
nated. Such different treatment of the taxation of estates would probably create 
more problems than it would resolve. It is not believed that there is any abuse 
of the length of the period of administration of estates which cannot be dealt 
with under existing law. 

Experience has indicated that the annual income-tax exemption of trusts 
should be increused from the present amount of $100 to a point where the ex- 
pense of preparing, filing, processing, and auditing returns will not be incurred 
by the trustee and the Bureau of Internal Revenne in respect of a relatively in- 
consequential amount of income and tax. An exemption of $300 would aid in 
accomplishing this objective and an increase to that amount is accordingly 
recommended. It does not appear that such increase would be large enough to 
induce the creation of multiple accumulation trusts. 

All property includible in the estate-tax return of a decedent should there- 
after have an income tax cost basis of its value at the date of death (or 1 year 
later if optional valuation is elected). Under the present law certain transfers 
completed at death, such as by survivorship, including estates by the entirety, do 
not acquire such an income tax cost basis as is generally the case for other 
assets. There appears to be no reason of substance for this distinction after 
the decedent’s death in such special cases, and in the interest of simplicity and 
consistency, this change should be made. 

Estates and trusts acquiring property through mortgage foreclosure should 
be permitted to retain therefor the adjusted income tax cost basis of the debt 
immediately prior to foreclosure (plus any expenses incurred in foreclosure and 
less any amounts collected on the debt) until ultimate sale of the foreclosed 
property. Many inequities result from the present rules and fairness impels 
the suggested change. 

Trustees of retirement trusts, such as those created by pension and profit- 
sharing plans under section 165, are required to file certain information with 
the Commissioner of Internal Revenue annually with respect to such trusts. 
In like manner certain information is required to be filed with respect to an- 
tities believed to be nontaxable to which section 101 is applicable. However, 
no statute of limitations applies with respect to such information. It is recom- 
mended that the ordinary statute of limitations against the assessment of in- 
come taxes with respect to trusts and entities which are exempt under section 
165 or section 101 should be applicable beginning with the filing of such in- 
formation. Trustees should not be indefinitely subject to the possibility that 
a trust or entity believed to be nontaxable is in fact taxable with consequent 
penalties. 

Section 115 (g) (3) relating to amounts distributed by a corporation in re- 
demption of its stock to an estate under certain circumstances is applicable only 
where the value of the stock exceeds 35 percent of the gross estate. Inequities 
result from this rule because claims against estates result in widely varying 
net estates. It is recommended that the limitation based on 35 percent of the 
gross estate be amended to apply to 35 percent of the gross estate less claims 
against the estate. It might also be desirable to permit expenses of administer- 
ing the estate to be similarly deducted. 

It is also recommended that the period within which redemption may occur 
be increased by taking into account any suspension of the statute of limitations 
under section 875. The period under the present law is not long enough to 
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over cases where litigation or other cause prolongs the final determination of 
leath taxes, which determination is necessary under this section. 

It is also recommended that a practical means be found to include within 
his section redemptions where stock in two or more corporations taken together 
omprise more than 35 percent of the decedent's gross estate less claims against 
the estate. 


STATEMENT OF AMERICAN FEDERATION OF LABOR, Re Topic $1, [INCOME TAx 
TREATMENT OF ESTATE AND TRUSTS 


Present sections of the Internal Revenue Code dealing with taxation of income 
if estates and trusts, should be reexamined with a view to any needed revision. 
The American Federation of Labor would favor revision in the interest of greater 

liciency and equity, but would oppose any amendments that would operate to 
permit tax avoidance on this type of income through loosening up of provisions 
verning taxation of income of short-term trusts or permit using the trust device 
escape taxation. 


WABASH COLLEGE, 
Crawfordsville, Ind., June 23, 1958. 
The Honorable DANIEL ALDEN REED, 
House Office Building, Washington, D. C 


DEAR CONGRESSMAN REED: I am writing to propose a single sentence amend- 
ment to Internal Revenue Code section 166 but first let me identify myself and tell 

story: 

I am president of Wabash College, president of Associated Colleges of Indiana, 
chairman ef the Commission on Colleges and Industry of the Association of 
American Colleges and director of the Council for Financial Aid To Education. 
In one way or another I am in communication with the college presidents of 
most of the small privately financed liberal arts colleges of America. I am 
writing you on my own behalf and at the request of my college president col- 
leagues. 

The educational importance of these privately financed institutions can 
scarcely be overrated. Approximately one-half of the college students of Amer- 
ica attend them. The other half attend tax-supported institutions. It is of 
first importance to the vitality of our educational system that this approxi- 
mate balance between the tax-supported and the non-tax-supported institutions 
prevails. 

[he economic situation which faces the majority of our privately financed in- 
stitutions of higher learning is precarious. Particularly is this true of the 
smaller ones. It is to this matter and its partial alleviation that I write you. 

Privately financed colleges receive their revenue from three mujor sources: 
Student fees, income from endowment and private benefactions. Approximately 
72 percent of current operating income in 1950 came from student fees, 11 per- 
cent from endowment income, and 13 percent from private benefactions, 

Tuition fees have been raised more than 60 percent in the last 10 years by 
the average privately financed college. In most cases tuition is as high as it can 
be without pricing the college out of the range of its present student body 

Continued income from investments at about the present level cau be antici- 
pated. Endowment funds, on the other hand, are not apt to be increased as 
substantially in the future as in the past. 

It is to additional gifts for current operations that the average college must 
look for increased income to offset the strain under which it is operating. The 
sources of these gifts are varied. All colleges have numerous recurring small 
gifts from their alumni. Most receive gifts from their boards of trustees and 
from friends of the college. Many receive gifts from their church affiliation and 
in recent years there has been a heartening increase in both the number and 
aggregate total of gifts from corporations. 

These sources are not drying up. The strain comes from the fact that support 
from present sources has approximately reached its limit and financial needs 
ccntinue to rise. 

Congress, cognizant of this fact, has been cooperative and helpful. The 5 per- 
cent deductions allowed on corporation earnings under Internal Revenue Code 
section 23 (G) has been of great assistance and promises to be even more so in 
the years ahead. The recent increase from 15 to 20 percent exemption allowance 
on gifts made by individuals under Internal Revenue Code section 23 (O) is 
another source of encouragement and help. 
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My suggestion is that Congress go still further. At the present time the income 
of a trust is taxable to the creator of the trust if he retains any hold on the 
corpus (Internal Revenue Code, sec. 166). If Congress reversed this rule and 
permitted the creation of revocable trusts on a tax-free basis to the creator of 
the trust providing the income is paid to a tax-exempt institution it is my opinion 
colleges would benefit substantially. Particularly do I think this would be 
helpful to the smaller privately financed colleges because it is the tradition of 
these colleges that their patronage often lies with one family or a small number 
of families. The tax structure of the past few years has eliminaved or greatly 
restricted support from such patronage. A revocable trust with tax-exemption 
status would reverse this situation. 

If you and your committee are favorably disposed toward such modification 
of the revenue law the following simple amendment to Internal Revenue Code 
section 166 would accomplish the end desired: “Provided, That this section shall 
not apply to income currently distributable to any corporation, community chest, 
fund, or foundation enumerated in section 101 (6) and any such income shall be 
deductible under section 162 (a).” 

FRANK H, SPARKS. 


ASSOCIATION OF AMERICAN COLLEGES, 
Washington 6, D. C., June 25, 1953. 
Hon. DANieL ALDEN REED, 
Chairman, House Ways and Means Committee, 
Hlouse Office Building, Washington 25, D.C. 

Drar CONGRESSMAN REED: Speaking for the 700 accredited colleges and univer 
sities in the United States which are members of the Association of American 
Colleges, I respectfully urge your committee to give sympatheic consideration 
and approval to the recommendations of Dr. Frank H. Sparks, president of 
Wabash College, as contained in his letter of June 23, 1953, attached hereto, 

The financial plight of privately financed liberal arts colleges of America, par- 
ticularly the small college, is universally recognized. It is the earnest belief of 
the colleges in our association that Dr. Sparks’ recommendation would be very 
helpful. Dr. Sparks’ recommendation follows: 

“Amend Internal Revenue Code, section 166, entitled ‘Revocable Trusts,’ by 
adding at the end thereof: 

**Provided, That this section shall not apply to income currently distributable 
to any corporation, community chest, fund, or foundation enumerated in section 
101 (6), and such income shall be deductible under section 162 (a).’” 

In order to give you an idea of the group of institutions we represent, I attach 
a copy of the current membership list. 

Respectfully submitted. 

Guy E. SNAVELY. 


STATEMENT OF THE Los ANGELES CHAMBER OF COMMERCE, Los ANGELES, CALIF., RE 
Topic 31, INCOME TAx TREATMENT OF ESTATES AND TRUSTS 

(1) That the complicated 65-day and 12-month rules for the determination of 
distributable income be eliminated and that there be substituted therefor a pro- 
vision under which the beneficiary will be taxable on all distributions to the 
extent the distribution does not exceed the trust income for the taxable year. 

(2) That the income of a discretionary insurance trust be treated as taxable 
income of the grantor only to the extent it is actually used to pay premiums 
on insurance policies on his life. 


TOPIC 32—TREATMENT OF BAD DEBTS 


The CHarrman. The next topic under consideration is topic 82, 
Treatment of Bad Debts, and the first witness is Mr. C. Z. Meyer, 
vice president and comptroller of the First National Bank of Chicago. 

Weare very glad to have you here, Mr. Meyer. 


GENERAL REVENUE REVISION 1515 


STATEMENT OF CHARLES Z. MEYER, VICE PRESIDENT AND 
COMPTROLLER, THE FIRST NATIONAL BANK OF CHICAGO, 
CHICAGO, ILL. 


Mr. Meyer. Mr. Chairman and members of the committee, it is 
good to be here. 
The CuHarrMan. Give your name and the capacity in which you 
appear, 
Mr. Mryer. My name is Charles Z. Meyer. I am vice president and 
comptroller of the First National Bank of Chicago. 
[ would like to discuss in my statement the denial to reserve basis 
taxpayers of tax benefit rule on bad debt recoveries. 
Section 22 (b) (12) of the Internal Revenue Code, added by the 
Revenue Act of 1942, provides, in part, as follows: 
SECTION 22. Gross INCOME 
= * * * * * = 
b) Exclusions From Gross INcOME.—The following items shall not be 
luded in gross income and shall be exempt from taxation under this chapter: 
> * * * * + * 
(12) RECOVERY OF BAD DEBTS, PRIOR TAXES, AND DELINQUENCY AMOUNTS.— 
Income attributable to the recovery during the taxable year of a bad debt, 
prior tax, or delinquency amount, to the extent of the amount of the recov- 
ery exclusion with respect to such debt, tax, or amount. For the purposes 
of this paragraph: 

(A) DEFINITION OF BAD DEBT.—The term “bad debt” means a debt on 
account of worthlessness or partial worthlessness of which a deduction 
was allowed for a prior taxable year. 

e = * * * * . 

(D) DEFINITION OF RECOVERY EXCLUSION.—The term “recovery exclu- 
sion,” with respect to a bad debt, prior tax, or delinquency amount, 
means the amount, determined in accordance with the regulations 
prescribed by the Commissioner with the approval of the Secretary, 
of the deductions or credits allowed, on account of such bad debt, 
prior tax, or delinquency amount, which did not result in a reduction 
of the taxpayer’s tax under this chapter (not including the tax under 
section 102) or corresponding provisions of prior revenue laws, reduced 
by the amount excludable in previous taxable years with respect to 
such debt, tax, or amount, under this paragraph.. 


What this means with respect to a taxpayer using the direct charge- 
off method of accounting for bad debts is at once apparent. If he 
recovers all or part of a bad debt previously charged off and deducted 
without tax benefit, he is entitled to use the recovery in any way de- 
sired, without its being subject to income taxation. Generally, of 
course, such a recovery will be reflected in surplus, increasing that 
figure and yet not being taxed. With respect to a reserve method 
taxpayer, the same should be true as there are no substantive differ- 
ences in realization of income derived from bad-debt recoveries as 
between the two methods of accounting. 

However, the Commissioner denies the tax benefit provisions of 
section 22 (b) (12) to reserve-basis taxpayers in Regulation ITI, 
section 29.22 (b) (12)-1 (a) (1) which contains the sentence: 

If a bad debt was previously charged against a reserve by a taxpayer on the 


reserve method of treating bad debts, it was not deducted, and it is therefore 
not considered a section 22 (b) (12) item. 
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It may be that the Commissioner’s denial stems from a misunder- 
standing of the accounting principles involved in the reserve method 
by both the Senate Finance Committee and the House Ways and 
Means Committee back in 1942. Both committees stated in their re- 
ports (C. B. 1942-2, pp. 427, 566) : 

The amendments made by this subsection do not apply to recoveries on account 
of bad debts previously charged or chargeable against a reserve, by a taxpayer 
on the reserve method of treating bad debts, inasmuch as the amount of such 
recoveries is not taken into income as such but is merely credited to the reserve 
account and decreases the amount of the addition to the reserve which has 
previously been taken as a deduction in lieu of a deduction for specific bad 
debt items. 

The misunderstanding apparently arises in the phrase “decreases 
the amount of the addition * * * which has previously been taken.” 

Accounting authorities unanimously agree that suc h recoveries de- 
crease the amount which may be deducted in the year of recovery, not 
ina previous } year. 

Federal Tax Coordinator (vol. 1, D-31), states that since recoveries: 

* * * increase the reserve balance, thereby cutting the amount which might 
otherwise be deducted as an addition to reserve, they indirectly cause more 
income to be reported. 


Commerce Clearing House (531, C. C. H. 2 3) says: 
recoveries * * * are credits to the reserve, thus decreasing the amount of ad- 


dition to the reserve for the current year necessary to bring the reserve up to a 
reasonable amount. 

Prentice-Hall (1953, p. 45, 169) : 

Under the reserve method of accounting for bad debts, recoveries are nor- 
mally combined with the reserve, i. e., recoveries are credited to the reserve 
instead of being accounted for as a separate income item. The effect is to 
decrease the deduction that otherwise would be allowable for a reasonable 
addition to the reserve. For example, if the reasonable addition to the reserve 
is $12,000 and recoveries credited to the reserve amount to $5,000, the deduction 
in computing net income is $7,000. In such a case, the net income is larger by 


the exact amount of the recoveries than it would have been had there been no 
recoveries. 


I would like to go back just 11 years to August 11, 1942. We hada 
conference in the office of the Commissioner, then Mr. Guy T. Helver- 
ing. The draft of Regulations III had just come out. There were 
several errors in there. One glaring error that had to be corrected 
by letter, a copy of which I have here, read that the recoveries should 
be charged to the reserve rather than credited to the reserve. Mr. 
Helvering at the time stated time did not permit changing the regula- 
tion. I would like to read just this last paragraph, which is apropos 
to the point I am trying to make. This is in a letter from Mr. Hel- 
vering, addressed to the First National Bank of Chicago, my attention, 
dated August 11, 1952: 

The Bureau holds that such recoveries should be credited to the reserve for 
bad debts 1nd are not required to be included in gross income. (I. T. 1825, C. B. 
11-2, 144.) However, the crediting of such recoveries to the reserve has the 
effect of increasing the reserve and the balance of the reserve at the end of the 
taxable year is a factor in determining the reasonable addition to the reserve 
allowable as a deduction for the taxable year. 

It was hoped that that would be corrected in the period of 6 or 8 
months. However, as you gentlemen remember, the war took a bad 
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turn. It got so bad even I found myself back in the service. Those 
representing the Bureau at that conference, including Mr. Helvering 
and Mr. Mooney, left the Bureau shortly thereafter, Mr. Mooney hav- 
ing passed aw ay. 

The misunderstanding regarding recoveries of bad debts of reserve 
basis taxpayers existed at one time not only with respect to section 
22 (b) (12) but also with respect to the excess profits tax provisions 
of World War II. These provisions excluded from excess-profits 
tax income recoveries on bad debts which occurred prior to 1940. 
The Commissioner originally denied this relief to reserve basis tax- 
payers for recoveries that arose from charges to the reserve made prior 
to 1940, but the courts upheld the taxpayers in two significant cases: 
. F. Johnson Lumber Co. (3 T. C. 1160), and Boyd- Richardson Co. 

5 T. C. 695.) Subsequently, in T. D. 5496, 1946-1 CB 176, the Com- 
<iaieae published his acquiescences in these cases thus applying the 
correct concept to excess-profits tax, but this correction was not ex- 
tended to section 22 (b) (12). 

In the current excess-profits law, Congress has shown that it no 
longer misunderstands the accounting procedure employed by reserve 
basis taxpayers by stating specifically in section 433 (a) (1) (G): 

RECOVERIES OF BAD DEBTS.—There shall be excluded income attributable to the 
recovery of a bad debt if the deduction of such debt was allowable from gross 
income for any taxable year beginning ee January 1, 1940, or beginning after 
December 31, 1945, and ending before July 1, 1950, or if such debt was properly 
charged to a reserve for bad debts during any such tarable year. [Italics 
supplied. ] 

Since the correct concept of recoveries of bad debts has been recog- 
nized for the excess-profits tax, it should also properly be extended to 
cover normal and surtax, since the fundamental basis of both exclu- 
sions is the same. 


EXAMPLE SHOWING DISCRIMINATION AGAINST RESERVE METHOD TAXPAYERS 
IF NO TAX BENEFIT RECOVERIES ARE INCLUDED IN COMPUTING SIZE OF 
PERMISSIBLE RESERVE 


An example of this unwarranted discrimination against taxpayers 
using the reserve method of accounting for bad debts is given below. 
The discrimination will continue until the law is clarified or the regula- 
tion amended. 

Assume two taxpayers have the following identical experience: 


— Taxable Actual bad > : 

Year | ineome debts Recoveries 
1952_- : 2 ; ! E ; } $1, 000 | $500 | 0 
1953 al { | 15,000 | 2,000 | 0 


1954 oa . joncseclis mith tie enehety att onal 2, 000 | 1, 000 | 2 $1, 000 


1 Deficit 
? From 1953 bad debt. 


Taxpayer A, on the reserve method starts out with a reserve balance 
of $1,000, and we will assume for reasons of clarity that a reasonable 
addition each year would be one which would bring his reserve to a 
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closing balance each year of $1,000. His experience would then be as 
follows: 


Additions to reserve from 
proit and Joss Additions 
Year ———————_—_——_— fro1 


With tax Without tax | recoveries 


benefit benefit | 
—— omega eee pearenenenanes | maspansenamepsasesoeiaon —_ ee teers 
15 ~ . $500 0 | 0 
b 0 $2, 000 | 0 
1954 L dbeeibbendted 0 0 | $1, 000 
! 


In 1954, recovery of $1,000 from a bad debt charged to the reserve 
in 1953 (where the needed addition because of the loss gave no tax 
benefit) had the effect of increasing taxable income because it served 
as the addition, reasonable and necessary, to bring the reserve to 
proper balance at the end of the year. Because of this recovery no 
addition from profit and loss could be made, and hence no deduction 
was allowable. 

Contrast this with the taxpayer on the direct chargeoff method. 
He would receive the $1,000 recovery as a tax-free recovery, and be 
able to deduct $1,000 for bad debts in the same year. 

Both taxpayers would pay an equal tax each year until a recovery 
was effected on a loss that had given no tax benefits. When such a 
recovery was effected, the direct chargeoff taxpayer would pay a small- 
er tax than that paid by the reserve-method taxpayer—measured by 
the tax rate times the recovery. The reserve-basis taxpayer has re- 
ceived no tax benefit from what should be a tax-free recovery. Since 
his reserve balance is the same at the end of 1954 as it was at the 
beginning of 1952 he has received no advantage in his reserve posi- 
tion—and he has paid a tax based on the amount of recovery. 

Clearly, this is discriminatory—Montgomery states: 

If the regulation is valid, the law should be amended so that taxpayers 
on the reserve method are not discriminated against by being denied the benefits 
of section 22 (b) (12). (1951-52 Montgomery’s Federal Taxes, vol. 1, p. 885.) 


CONCLUSION 


It is respectfully submitted that the discrimination against tax- 
payers on the reserve basis (with respect to normal and surtax) should 
be eliminated by amending regulations ITI, section 29.22 (b) (12)-1 
(a) (1) as follows: 

The term “section 22 (b) (12) items” as used in these regulations means 
those bad debts, prior taxes, delinquency amounts and all other items subject 
to the rule of exclusion, for which a deduction or credit was allowed for a 
prior taxable year. [If a bad debt was previously charged against a reserve by 
taxpayer on the reserve method of treating bad debts, it was not deducted, 
and it is therefore not considered a section 22 (b) (12) item.] 

If this is not deemed feasible, an appropriate amendment should 
be made to section 22 (b) (12) of the Internal Revenue Code to cover 
taxpayers on the reserve basis. 

This committee, I know, wishes to make every effort to eliminate 
all hardships of this character so that our tax laws will cast their 
burden equitably upon all taxpayers. 

The CHarman. Thank you very much, Mr. Meyer. You have come 
a long way, and we appreciate your appearance. 
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Mr. Meyer. Thank you. 

The Cuarrman. The next witness is Mr. Thomas “ Green, a part- 
ner in the firm of Peat, Marwick, Mitchell & Co., of New York City, 
certified public accountants. 

We are glad to see you again, Mr. Green. 


STATEMENT OF THOMAS J. GREEN, PARTNER, PEAT, MARWICK, 
MITCHELL & CO., C. P. A. NEW YORK CITY 


Mr. Green. I trust you good gentlemen of the committee do not get 
tired seeing the same face. 

The CHarrMan. No. 

Mr. Green. I realize this topic by topic presentation is very helpful 
to the experts of the joint committee and yourselves. 

The CHairMaANn. We look upon your reappearance as an old friend. 

Mr. Green. I certainly appreciate that point of view. 

1am Thomas J. Green, a partner in the national public accounting 
firm of Peat, Marrick, Mitchell & Co. I am appearing this morning 
on the basis of a number of observations we have made in the pursuit 
of our professional practice throughout the country. 

The CHarrMan. Pardon me for interrupting. I just want to say to 
the members, you are making just an oral statement ? 

Mr. GREEN. Yes. I have a rough draft statement which I will 
submit. 

The CuatrMan. Very well. You may go ahead. 

Mr. Green. In the course of our professional work we have noted 
in one area of taxation an effect which we feel is virtually disastrous 
and perhaps even catastrophic to certain individuals. These individ- 
uals are those who have formed and organized corporations and 
during the course of operation of these businesses have been forced to 
make loans to keep those businesses going. 

All of these individuals have actively engaged in business, and all 
of them have been stockholder-officers of small corporations. Each 
of them has suffered losses from loans, and these loans have been evi- 
denced by ordinary notes made to such corporations which, for income- 
tax purposes, they should be allowed to deduct as business bad debts. 
These losses, as we have seen them, range from about $14,000 to $78,000 
for each of these individuals. You can see from those figures that we 
are certainly in the category of small business as such, but that these 
losses are substantial and important to each of the individuals. Con- 
ducting business, as they do, through corporations which they manage, 
they could have equally substantial losses of the same nature in the 
future. 

Such losses are now being classified by the Internal Revenue Service 
and the courts as nonbusiness bad debts, deductible only as short-term 
capital losses, and such classification works a hardship which we be- 
lieve was never intended by the Congress. 

Capital-loss deductions are of little value except to investors with 
substantial capital gains against which the capital losses can be offset. 
Investors are prevented from deducting investment losses as bad debts 
by section 23 (k) of the Internal Revenue Code and particularly sub- 
section 23 (k) (3) which defines securities as follows: 

As used in paragraphs (1), (2), and (4) of this subsection the term “securities” 
means bonds, debentures, notes, or certificates, or other evidences of indebtedness, 
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issued by any corporation (including those issued by a government or political 
subdivision thereof), with interest coupons or in registered form. 


Ordinary nonregistered corporate notes without interest coupons are 
not included. Unfortunately, subsection 23 (k) (4) is now being 
interpreted in a manner which has the actual effect of placing them 
within this definition. 

The general rule with respect to deduction of bad debts is contained 
in subsection 23 (k) (1) of the Internal Revenue Code, which provides 
that debts which become worthless within the taxable year may be 
taken as a deduction. However, there are two exceptions, the first 
being in respect of a taxpayer other than a bank. Such a taxpayer 
cannot deduct a debt evidenced by a security. The second exception is 
that a taxpayer other than a corporation cannot deduct a nonbusiness 


debt. Such debts are defined in subsection 23 (k) (4) which reads as 
follows: 


NONBUSINESS DEBTS.—In the case of a taxpayer, other than a corporation, if a 
nonbusiness debt becomes worthless within the taxable year, the loss resulting 
therefrom shall be considered a loss from the sale or exchange, during the tax- 
able year, of a capital asset held for not more than 6 months. The term “non- 
business debt” means a debt other than a debt evidenced by a security as defined 
in paragraph (3) and other than a debt the loss from the worthlessness of which 
is incurred in the taxpayer's trade or business. 


Subsections (3) and (4) of section 23 (k) were added by amend- 
ment of the Internal Revenue Code by the Revenue Act of 1942. It 
is evident from the wording of subsections (3) and (4) that corporate 
notes other than those with interest coupons or in registered form were 
intentionally excluded from the definition of securities, and losses 
from the uncollectibility of such notes would be allowable as ordinary 
bad debt deductions unless worthlessness is unconnected with trade or 


business. The reason for enactment of subsection (4) is stated in 
House of Representatives Report No. 2333, 77th Congress, 1st session, 
as follows: 


The present law gives the same tax treatment to bad debts incurred in non- 
business transactions as it allows to business bad debts. An example of a non- 
business bad debt would be an unrepaid loan to a friend or relative, while busi- 
ness bad debts arise in the course of the taxpayer’s trade or business. This 
liberal allowance for nonbusiness bad debts has suffered considerable abuse 
through taxpayers making loans which they do not expect to be repaid, This 
practice is particularly prevalent in the case of loans to persons with respect 
to whom the taxpayer is not entitled to a credit for dependents. The situation 
has presented serious administrative difficulties because of the requirement of 
proof. 

The bill treats the loss from nonbusiness bad debts as a short-term capital 
loss. The effect of this provision is to take the loss fully into account, but to 
allow it to be used only to reduce capital gains. Like any other capital loss, 
however, the amount of such bad debt losses may be taken to the extent of $1,000 
against ordinary income and the 5-year carryover provision applies (1942—2 CB 
372, at p. 408). 


In Senate Report No. 1631, 77th Congress, 2d session, on the revenue 
bill of 1942 a statement is made in regard to the question whether a debt 
is a nonbusiness bad debt as follows: 


The character of the debt for this purpose is not controlled by the circum- 
stances attending its creation or its subsequent acquisition by the taxpayer or by 
the use to which the borrowed funds are put by the debtor, but is to be deter- 
mined rather by the relation which the loss resulting from the debts becoming 
worthless bears to the trade or business of the taxpayer. If that relation is a 
proximate one in the conduct of the trade or business in which the taxpayer is 
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engaged at the time the debt becomes worthless, the debt is not a nonbusiness debt 

r the purpose of this amendment (1942—2 CB 504, at p. 573). 

The individual taxpayers on whose behalf I appear here have all 
served as active officers and employees of the corporations which were 
unable to repay their loans and were therefore actively engaged in the 
businesses conducted by the corporations. This was true at the time 
the advances were made to the corporations and at the time the cor- 
porations’ notes became worthless. The courts, in interpreting sec- 
tion 23 (k) (4) of the Internal Revenue Code, have narrowed the 
meaning of engaging in trade or business so that active participation 
in the debtor’s business is of no consequence. An example is the case 
of Commissioner of Internal Revenue v. Weldon D. Smith, decided 
April 10, 1953, by the United States Court of Appeals for the Second 
Circuit, reversing a decision of the Tax Court. Mr. Smith, who had 
many other business interests, became interested in a farm operated 
by a mother and three sons. The mother and her three sons needed 
someone to assume business management of the farm. Mr. Smith 
joined with them in forming a corporation of which he became treas- 
urer and general manager in addition to being a 20-percent stock- 
holder. The new corporation sustained operating losses and over the 

ie years Mr. Smith loaned it $38,220. The corporation filed a general 
assignment of its assets for the benefit of creditors. making its debt 
to Mr. Smith worthless. 

The Tax Court found that over the years the taxpayer had invested 
n or loaned money to a number of businesses and also personally took 
part in their operations, and it held that under all the facts the $38,220 
constituted a business bad debt which became worthless during the 
taxable year in which the corporation became bankrupt. The circuit 
court in reversing the Tax Court found that Mr. Smith was interested 
as an investor, manager, and creditor in a number of business enter- 
prises. It said, however, “But since each of these activities separately 
does not constitute a business, we cannot see how a combination of them 
spread over various businesses can alter the result. Of course, if 
respondent were regularly engaged in lending money to business enter- 
prises, bad-debt losses resulting therefrom would be incurred in his 
business. But respondent himself testified that he was never in the 
money-lending business, and the other evidence in the record supports 
this conclusion.” 

The taxpayers for whom I speak are not in the money-lending busi- 
ness and we believe that the Congress did not intend that subsection 
23 (k) (4) should be interpreted to place them on that account in the 
position of investors in connection with loans made to the corporations 
which they served as officers and whose businesses they conducted. 
If the Congress had intended that taxpayers such as they should be 
treated as investors and allowed only capital losses on advances made 
to their corporations, subsection 23 (k) (3) would provide for such 
treatment by defining ordinary corporate notes as securities. 

There is no relief for the individuals who have suffered the losses 
[ have previously alluded to in the section dealing with losses in- 
curred in transactions entered into for profit. The Supreme Court 
of the United States h: . ruled in Spring City Foundry Company v. 
Commissioner (292 U. S. 182) that the provisions of law which deal 
with losses (secs. 23 (e) ‘and (f)) and the section which deals with 
bad debts (sec. 23 (k)) are mutually exclusive, and that an amount 
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properly deductible under one section may not be deducted under 
the other. The Tax Court in a recent case (Leo L. Pollak and Vir- 
ginia M. Pollack, husband and wife v. Commissioner (20 T. C. No. 40), 
promulgated May 19, 1953) referred to Spring City Foundry Com- 
pany v. Commissioner and found that when a taxpayer fully intended 
and expected to be repaid by an existing solvent corporation, there was 
a debt due from the corporation and when the taxpayer suffered 
because the corporation was unable to pay what it owed him section 
25 (k) (4) applied. 

It is an everyday occurrence in the United States that men desiring 
to go into business form cor ‘porations to conduct it, for business reasons 
wholly unrelated to income taxes. It is frequently necessary for these 
men to make loans to the corporations, particularly if deficits occur 
from operations, and if the business is not ultimately successful the 
corporations are unable to repay and the businessmen suffer losses. 
Theoretically, the corporat ions losing the money are entitled to deduc- 
tions for the money > nt the ordinary course of their trades or 
businesses, but practi lly ‘doe ause the corporations which are forced 
out of business do not ‘hi ive net income against which the deductions 
can be taken, no tax benefit can result. 

The taxpayers conducting their businesses through corporations 
suffer the real loss and by being treated as investors they find them- 
selves unable to obtain full deduction for money lost in the conduct 
of atrade or business. They are really in business through the medium 
of a corporation. In these di ays of high rates of taxation, continua- 
tion of an inequitable interpretation of subsection 23 (k) (4) can 
have a serious effect on our economy. Men can be expected to cease 
to venture risk money in business if deduction for money lost cannot 
be adequately allowed; thd they lose faith in the fairness of our taxing 
system. 

By excluding from the definition of nonbusiness bad debts those 
debts which arise in the course of a taxpayer’s trade or business, or 
which represent loans or advances to business organizations in which 
the taxpayer has a financial interest either as an employee, stock- 
holder, or creditor, the inequity in the administration of the income- 
tax law can be cured and businessmen can be encouraged rather than 
discouraged to risk money in businesses, most of which can be expected 
to have income and produce additional revenue for the Treasury. 

[ urge, therefore, for the benefit of the Treasury as well as on behalf 
of those for whom | speak, that an amendment to subsection 23 (k) (4) 
be made to provide for such exclusion, and that such amendment be 
retroactive to all open years. 

The Cratrman. We thank you, Mr. Green. 

Mr. Green. Thank you, Mr. Chairman and members of the com- 
mittee. 

(The following material was submitted for the record on topic 32 :) 


STATEMENT OF COMMERCE AND INDUSTRY ASSOCIATION OF NEW YorK INc., 
New York 7, N. Y. 


Commerce and Industry Association of New York, Inc., -wishes the following 
recommendations to be inserted into the record of the hearings of the Ways and 
Means Committee pertaining to the revision of the code: 

1. Nonbusiness bad debts—(a) Debts incurred in business which become 
worthless after business terminates.—The statutory definition of a nonbusiness 
bad debt contained in section 23 (k) (4) of the code, excludes from the scope of 
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that term a debt the loss from the worthlessness of which is incurred in the 
taxpayer’s trade or business. Deductions for losses from nonbusiness bad debts 

e, of course, subject to the limitations imposed upon short-term capital loses. 

The Treasury Department has interpreted section 23 (k) (4) so as to include 
among nonbusiness bad debts, debts which did actually arise in the course of 

taxpayer's trade or business, but which at the time of worthlessness were not 
directly connected with a trade or business of the taxpayer who suffered the 
ss. Regulation 111, section 29.23 (k)-6. It is believed that the Treasury’s 
estrictive interpretation of this provision imposes severe hardship on taxpayers 
affected. 

he statute should be amended to exclude from treatment as a nonbusiness 
id debt, debts actually arising in the course of a taxpayer’s trade or business, 
regardless of circumstances at the time of worthlessness. 

(b) Loans by individuals to business enterprises.—The statutory language 
with respect to the trade or business of the taxpayer should also be broadened 

as to exclude from nonbusiness bad debt treatment loans or advances to 

isiness organizations in which the taxpayer has a financial interest either 
as an employee, stockholder, or creditor. Much controversy and litigation 
has ensued because of the Treasury’s narrow approach to the concept of a 

xpayer’s trade or business under which taxpayers are forced to prove that 
they are in the business of making such loans, 

The nonbusiness bad-debt treatment was designed to apply to loans of a 
personal nature to relatives and friends. Loans to business enterprises are 
nd should be treated for tax purposes as business loans. 

2. Mortgaged or pledged property bid in by creditor—Under section 29.23 
3) of Regulation 111, where the holder of a mortgage or other debt 

recloses on the pledged property and buys it in, the transaction is divided 

two separate categories. First, gain or loss is realized measured by the 
fference between the amount of the obligation of the debtor which is applied 
the bid price and the fair market value of the property. Second, the deduct- 
ibility of the balance of the debt, not applied to the purchase price, is deter- 
ned under the usual rules relating to the deduction of bad debts. Distorted 
esults frequently occur under this dual treatment, particularly where capital 
gain or loss is held to have been realized under the first category. 

There appears to be no sound basis for the artificial division of this transaction 

to two separate elements, and for having gain or loss depend on the accident 
of the bid price, which frequently, because of the absence of competing bidders, 
bears no relation to actual value. All that has actually occurred is that the 
creditor has received against his investment in the debt property having a 
certain fair-market value, leaving the balance of the investment in the debt 
to be recovered. The tax treatment of this transaction should be related simply 
to this balance, with the allowance of a bad-debt deduction for such amount as 
ltimately proves worthless. 


(k) { 





STATEMENT By PAuL D. SeGuers, Esq., CHAIRMAN, FepERAL TAx LEGISLATIVE 
COMMITTEE OF THE FEDERAL TAx ForuM, INC., oF New York CIry 


Section 23 (k) should be amended to exclude from the definition of non- 
business bad debts those debts which arise in the course of a taxpayer’s trade 
or business, or which represent loans or advances to business organizations in 
which the taxpayer has a substantial interest either as an employee, stockholder, 
or creditor. 

The present statutory definition of nonbusiness bad debts has been interpreted 
by the Treasury Department to exclude those debts which arose in the course 
of a trade or business but which at the time of worthlessness are not directly 
connected with a then trade or business of the taxpayer suffering the loss. 

Furthermore, considerable controversy and litigation has ensued as to the 
classification of bad debts incurred by employees and investors as a result of 
loans and advances made by them to business organizations by which they are 
employed or in which they have a financial interest. The present attitude of 
the Treasury Department puts a premium on form rather than on substance, 
and inhibits necessary flexibility of business dealings, 

The proposed amendment should be effective for all open years. 
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STATEMENT OF AMERICAN FEDERATION OF LABoR Re Topic 32, TREATMENT OF 
Bap Derts 


The American Federation of Labor would favor amendments to present 
laws that are jutified by strong consideration of equity and would operate so 
as to prevent tax avoidance by any group of taxpayers. 


STATEMENT OF PuHitip A. HERSHEY, CERTIFIED PusLic ACCOUNTANT, SAN FRAN- 
cisco, CALIF., Re Topic 32, TREATMENT OF Bap DEBTS 


Here is a case of where some latitude should be given to the taxpayer to 
determine in his own mind the time at which a debt becomes bad. There is 
too much quibbling over what is a bad debt and what is a nonbusiness bad 
debt. A bad debt is bad no matter whether it was for business or other reasons 
and at the rate at which we are taxing income today any loss of that income 
after it was reduced to net receipt by the taxpayer should be generously con- 
sidered in arriving at future net incomes and if bad debts are properly bad 
debts, business or otherwise, they should be deductible. Of course, you can 
easily place limitations to restrain deductions being taken by relatives and 
members of the immediate families of the taxpayer. 


STATEMENT OF THE AMERICAN INSTITUTE OF ACCOUNTANTS, NEW York, N. Y., 
Re Topic 32, TREATMENT OF Bap Destrs (Bap Dest RECOVERIES, BAD DEBT 
RESERVES, AND DEDUCTION OF NONBUSINESS Bap Depts) 


1. Section 23 (k) of the Internal Revenue Code should be amended to exclude 
from the definition of nonbusiness bad debt those debts which arise in the 
course of a taxpayer’s trade or business, or which represent loans or advances 
to business organizations in which the taxpayer has a financial interest either 
as an employee, stockholder, or creditor. 

The present statutory definition of nonbusiness bad debt has been interpreted 
by the Treasury Department to include those debts which arose in the course 
of a trade or business but which at the time of worthlessness are not directly 
connected with a trade or business of the taxpayer suffering the loss. Classifi- 
cation on the basis of circumstances when the debt was incurred would be a 
more equitable test. 

Furthermore, considerable controversy and litigation has ensued as to the 
classification of bad debts incurred by employees and investors on loans and 
advances to business organizations by which they are employed or in which 
they have a financial interest. The present attitude of the Treasury Depart- 
ment puts a premium on form rather than on substance, and inhibits necessary 
tlexibility of business dealings. 

The proposed amendment should be effective for all open years. 

2. Where the holder of a mortgage or other debt forecloses on the security 
or collateral, and himself bids in the mortgaged or pledged property, the fair 
market value of the property thus bid in should be treated as a payment on 
account of the debt, and the deductibility and time of deductibility of the 
balance of the debt should be determined under the usual rules applicable to 
deduction of debts worthless in whole or in part. 

Under present Bureau regulations where a creditor bids in mortgaged or 
pledged property, the transaction is split into two elements: (1) The portion 
of the debt which was applied to the satisfaction of the bid price is compared 
with the fair market value of the property, the resulting gain or loss—some- 
times claimed to be capital gain or loss (in one case where not only principal, 
but also interest on the debt, was applied toward satisfaction of the bid price, 
the Supreme Court held that interest income resulted); (2) the deductibility 
of the balance of the debt, not applied to the bid price, is determined under 
the usual rules relating to debts worthless in whole or in part, depending upon 
whether there is enforceable personal liability, other collateral, guaranties, 
etc. Particularly where it is claimed that the first element results in capital 
gain or loss, distorted results frequently ensue. 

Actually all that has happened is that the creditor has received, as against 
his investment in the debt, property having a certain fair market value, leaving 
the balance of the investment in the debt to be recouped. If worthless, this 
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balance should be allowed as an ordinary bad-debt deduction and should not 

» split artificially into two parts, according to the accident of the bid price, 
which, usually because of absence of competing bidders, frequently fails entirely 
to reflect true values or the realities of the situation. 


STATEMENT OF THE LOS ANGELES CHAMBER OF COMMERCE, LOS ANGELES, CALIF,, 
Re Topic 82, TREATMENT OF Bap DEBTS 


(1) That the definition of a nonbusiness bad debt be narrowed to exclude a debt 
vhich in fact previously arose in the course of the taxpayer’s trade or business. 

2) That the definition of a nonbusiness bad debt be narrowed to exclude debts 
which represent loans to business organizations in which the taxpayer had a 
financial interest as creditor, employee, or stockholder. 


TOPIC 33—THE DETERMINATION OF TAXABLE INCOME INCLUSIONS 
AND EXCLUSIONS 


The Cuatrman. The next topic under consideration is Topic 33, 
The Determination of Taxable Income Inclusions and Exclusions. 
The first witness under that topic is listed as Mr. Roswell Magill of 
New York City, with whom we are all acquainted. I ask unanimous 
consent to have his statement entered in the record at this point in 
lieu of his appearance. Hearing no objection, it is so ordered. 

(The statement referred to follows :) 


STATEMENT BY ROSWELL MAcii1, Esq., Re Topic 33, DETERMINATION OF TAXABLE 
INCOME INCLUSIONS AND EXCLUSIONS 


The following statement is submitted on behalf of John Simon Guggenheim 
Memorial Foundation, in support of H. R. 3690, introduced by Congressman 
Richard M. Simpson, of Pennsylvania. H. R. 3690 proposes to amend section 22 
(b) (3) of the Internal Revenue Code by adding the following sentence: 

“The term ‘gift’ as used in this paragraph shall be deemed to include amounts 
paid to an individual by an organization exempt from taxation under section 
101 (6) to enable the recipient to improve or to complete his education or training, 
or to engage in research or creative activity.” 

The situation which necessitates Congressman Simpson’s amendment may be 
outlined as follows. In the early days of the income tax, some economists sug- 
gested that the term “income” included any increases in wealth within the taxable 
year, thus including gifts. (See Haig in The Federal Income Tax (Columbia 
University Lectures) (1921)), p. 7.) The revenue acts preceding the Internal 
Revenue Code and the code itself did not adopt this point of view, however, but 
uniformly excluded from gross income the value of property acquired by gift. 
(Sec. II-B, Revenue Act of 1918; sec. 22 (b) (3), Internal Revenue Code.) 

There remained the problem of what constituted a gift; and in dealing with 
that problem, the Bureau of Internal Revenue in recent years has moved in the 
direction of treating as income payments which earlier were uniformly re- 
garded as gifts. In the earlier history of the income tax, scholarships and fellow- 
ships were uniformly excluded from taxable income, and propely so, for the 
recipients normally were not employees of the donor, and were not required 
to perform services for the benefit of the donor. Exclusion from gross income 
should be granted, whether or not the donor is a university or a foundation or, 
indeed, a private individual, so long as the donor is not paying for services to be 
performed for him." Whether the recipient is an undergraduate or a graduate 
student or a professor should make no difference; whether the recipient is fur 
thering his own education or is advancing the frontiers of knowledge for the 
benefit of the public generally is unimportant; so long as he is not being com- 
pensated for performing services for the donor. That is the true test, whether 
the payment is compensation for services. If it is not, it should not be held 
taxable as income, 

The Bureau’s latest ruling on the subject (I. T. 4056, 1951-2 C. B. 8) applies 
an entirely different test, viz.: 





1In some cases compensation, wrongly designated as a “fellowship,”’ has been paid for 
services to student assistants. Compensation for services is taxable income, not a gift. 
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“The amount of a grant or fellowship award is includible in gross income 
unless it can be established that such amount is a gift. If a grant or fellowship 
award is made for the training and education of an individual either as a part 
of his program in acquiring a degree or in otherwise furthering his educational 
development, no services being rendered as consideration therefor, the amount of 
the grant or award is a gift which is exeludible from gross income. However, 
when the recipient of a grant or fellowship applies his skill and training t 


ance research, creative work, or some other project or activity, the essential 
fta ontemp!l ae 


gift i ited by section 22 (b) (3) of the Internal Revenue 
present, and the amount of the grant or fellowship is includible 


elements of a 
Code are not 
i the recipient’s gre s income.” 

In other words, even though the donee performed no services for the donor, 
and even though the donor did all he could to make his payment a gift, it i 
taxable income to the donee if the Bureau finds that the recipient engaged in 


advance research or creative work not in furtherance of his own educational 


development. Such a test is fallacious and is almost impossible to apply in 
practice, as indeed experience shows. It is fallacious, because any institution 
in making gifts of fellowships does so with the clear understanding that no 


services are to be performed for it; rather in the hope that the research work 
or the creative work to be done will promote the general good and advancement 
of mankind. Indeed, the purpose of providing scholarships or fellowships for 
students is not so much to educate individuals, for their own selfish benefit, as 
it is to add to the reservoir of trained young men who in the aggregate can be 
expected to contribute to the general good The reason that the scholarships or 
fellowships are gifts and not income is certainly not the expected benefits to 
the individual; but the fact that the payments are not compensatory. The nni 
versity or foundation is not paying for services; it is making a gift to a promis 
ing man who has an interesting idea that he wants to develop. The donee may 
or may not have secured an advanced degree. 

The Bureau's test is further practically impossible to apply. The basic as 
sumption of the Bureau's test is that at some point in one’s life one’s cducational 
development stops. In fact, that assumption is incorrect. Most of us would hate 
to admit that our education has stopped, though we are long past the compulsory 
school age. We hope that our education goes on all our lives. Many of us are 
still pursuing intellectual interests that were stimulated in college or professional 
school. If a foundation is willing to give one of us a fellowship award while we 
complete a book of poems, a series of experiments on nuclear fission, or a bit of 
research in Indian ruins, why should it make any difference, in determining 
whether the award is a gift, that we are 21 or 51 or 71 years old at the time of 
the award; or that we are or are not to receive a university degree for what we 
do? 

If the award is made as a gift, and not to compensate for services to be 
rendered to the doner, the award is not taxable income. The fact that the 
donor is an exempt institution, a university or an educational foundation, is 
simply further assurance that the donor is not bargaining for the work of 
the donee. Such awards should not be taxed as income; and since the Internal 
Revenue Service is now attempting to tax them as such, the statute should 
be amended to make the Congressional intent perfectly clear, 

An additional reason for the amendment is to clear up present confusion in 
the administration of the law. The Internal Revenue Service has ruled in 
I. T. 4056, 1951-2 C. B., p. 8, that fellowship grants awarded by the John Simon 
Guggenheim Memorial Foundation to individuals are taxable income to the 
recipients, On the other hand, in a letter ruling from former Secretary of the 
Treasury Snyder to former Secretary of State Acheson dated June 27, 1950, 
grants made under the Fulbright Act during the same period of time for the 
same purposes were ruled not to be taxable income to the recipient. 

The similarity between the Guggenheim and Fulbright awards is striking, 
What few differences there are make it clear that if the Fulbright awards are 
gifts then the Guggenheim awards are gifts, too. In the typical Guggenheim 
case, the foundation makes an award to a fellow in order to enable him to do 
what he wants to do, not what the foundation wants him to do. Generally, what 
the fellow wants to do is to improve his proficiency in his chosen field of 
endeavor, All programs and plans of study are originated by the applicant for 
a fellowship, not by the foundation, which does not make its award in any 
way contingent upon a program of study by the fellow. The foundation does 
not exercise any control or supervision whatsoever over the manner in which 
a fellow during the period of his fellowship pursues the studies contemplated 
in his application for a fellowship and, unlike the situation in the case of the 
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ubright awards, the Guggenheim fellow is not required to make any sort 
report to the foundation in connection with the studies contemplated in his 
owship application 
the Guggenheim Foundation does not require any accounting of a fellow in 
peet of fellowship funds received by him, and the fellow’s receipt of such 
s does not obligate him in any way to perform any services for the founda- 
1 or for anyone anywhere. The foundation has never received, and it does 
expect to receive, any rights in research or creative work produced by any 
its fellows. The only benefit which the foundation obtains from its fellows 
the benefit which, it is hoped, will accrue to the community at large, viz, 
e advancement and diffusion of knowledge and understanding and the improve- 
nt in the quality of education and the practice of the arts and professions in 


country. 
Just as recipients of Fulbright awards have been ruled to be in receipt of gifts, 
hould recipients of Guggenheim awards similarly be ruled to be in receipt of 
ts. The present conflict between the Guggenheim and Fulbright rulings is not 
unfair to fellows of the Guggenheim Foundation and other foundations 
tl ouchout the ¢ ountry ; it also results in an incongruous situation where persons 
vho have received both Guggenheim and Fulbright awards are held taxable on the 
former but not on the latter, although they may have submitted substantially 


entical applications for both awards and may have pursued the same course of 

idy or research during the period of both awards. 

‘he Simpson bill does not grant a new deduction to any individual or group of 

lividuals. Prior to I. T. 4056, Guggenheim fellowships and other fellowships 

re uniformly treated as gifts, and not as income. What H. R. 3690 does is to 
tore the long established interpretation of the statute on a point that the 
iternal Revenue Service, by departing from its accepted practice, has made 
ire and confusing. The revenue involved is inconsiderable, for fellowship 
ecipients are normally men and women with little or no other income; and 
fellowship awards are uniformly modest in amount. Moreover, in many cases a 
considerable part of the award is used to meet expenses that are deductible. 

One final point on behalf of the foundation itself needs to be made. The recip- 
ents of fellowships are apt to be academic people, who wish uninterruptedly to 
pursue research projects that they cannot afford to pursue at all unless they 
receive a fellowship award. If that award is subject to income taxation, the 
rospective recipient will have to increase the estimated cost of his project accord- 
ngly He cannot afford to pay the income tax out of his own funds; and he can- 
not pay it out of the fellowship award, and still carry out the proposed research 
project. Thus the foundation must increase its awards in order to enable the 
fellowship donee to pay the additional income tax. The end result is that less 

ney is available for research. Less money can be devoted to the purposes for 

hich the foundation was created. The foundation’s income is diverted, pro 
tanto, to the United States Treasury. That in itself is a laudable result, but it 

not without the great cost of a corresponding damage to and reduction of 
research projects. 

This final point would have little standing if the funds being taxed were un- 
mistakably income, but they are not. Such fellowships have not been taxed at all 
until quite recently ; and even recently the Internal Revenue Service has recoiled 
from taxing the recipients of the Fulbright fellowships, a very large group 

To end all this confusion, and restore clarity to the interpretation of the 
statutory exclusion of gifts, H. R. 3690 should be enacted into law. 


The Cuatrman. The next witness is Mr. Charles E. Oakes, chair- 
man, Edison Electric Institute Special Tax Policy Committee, Allen- 
town, Pa. 

Good morning, Mr. Oakes. We will be glad to hear you. 


STATEMENT OF CHARLES E. OAKES, CHAIRMAN, SPECIAL TAX 
POLICY COMMITTEE, EDISON ELECTRIC INSTITUTE, ALLEN- 
TOWN, PA. 


Mr. Oaxes. Mr. Chairman and members of the committee, my 
name is Charles E. Oakes. I live in Allentown, Pa., and am presi- 
dent of Pennsylvania Power & Light Co. This is my second personal 
appearance before this committee as chairman of the special tax policy 
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committee of the Edison Electric Institute. The institute represents 
about 85 percent of the taxpaying portion of the electric utility indus- 
try. Like all industry, the electric companies include taxes in the 
rates charged for their product, for they have no other source of 
funds. 

Our industry seeks no special consideration or preferential treat 
ment apart from other industries in the matter of Federal income 
taxes. If the taxation of business is to be a part of our method of 
raising revenue for governmental operations, it is obvious that all 
business must be taxed alike if our way of life is to continue and flour- 
ish. 

While tax inequality between lines of endeavor is serious, tax in- 
equality within a single field of business is unbearable. The electric 
companies suffer severely because a growing segment of our industry 
is completely free of Federal income tax. "The Federal Government 
and State and municipal bodies are taking advantage of this very 
valuable special privilege to supplant the taxpaying electric com- 
panies. 

I want to talk about removing the tax exemption that these govern- 
mental bodies now receive, and also doing something toward correct- 
ing the tax-free bond unfairness in financing proprietary businesses. 
Democracy in business should mean among other things equality in 
doing business. 

The steps which I am suggesting will eliminate an unjust and un- 
democratic situation, and will give the Federal Government added 
tax revenues. 

In order to make clear my statements and save the time of the 
committee, I have prepared some charts which I would like to show 
you. 

Chart 1: This is a graphic history of the taxes paid by the electric 
companies of this country since 1936. The total shown for this period 
1937 to 1953 is more than $12 billion, of which nearly $7 billion has 
been taxes paid to the Federal Government. 

Chart 2: This chart contrasts the amount of taxes paid in the year 
1940 with 3 representative recent years. At present tax levels the 

electric companies will pay in taxes over the next 18 years an amount 
equal to their present investment in utility property. 

Chart 3: This chart shows the proportion of the customers’ bills 
which must be paid out by the companies in the form of taxes to Gov- 
ernment. Eventually all business taxes are passed on to the con- 
sumer, for there is no other source of funds available to companies 
such as ours. 

Any utility operation free of taxes has a tremendous advantage over 
a utility that must pay taxes such as these. This advantage is so 
great that it more than offsets the traditional inefficiency of Govern- 
ment in business, and makes Government-owned and operated utili- 
ties invincible competitors of business-managed companies. 

Chart 4: My next chart shows how the generation of electricity by 
public bodies is growing rapidly in this country. The prime reason 
for the growth of so-called public power enterprises is the special 
favors such undertakings receive from the Government, the most im- 
yortant of which is freedom from taxation and, in the case of local 
coaliem the ability to finance by tax-free bonds. 
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In 195%, 19 percent of the electric energy generated in this country, 
exclusive of that produced by industries for their own use, was by 
powerplants owned by public bodies; 1114 percent of the national 
veneration was by Federal plants. By 1955, the Federal proportion 

ill have risen to 15 percent. 

Chart 5: This chart shows how the power program of the Federal 
Government has expanded since the end of World War II. 

tee addition to complete exemption from any Federal income taxes, 

: Federal projects are wasteful of capital. Federal projects and 
oneal now take close to a billion dollars a year of taxpayers’ 
money for construction of new facilities. It has been repeatedly 
demonstrated that the electric companies make the same number of 
doll ars go much further in meeting the power needs of the Nation 

i? do those supplied by Uncle Sam. 

‘hart 6: This map shows the distribution of the Federal power pro- 
gram. The black dots show the projects in service and under con- 
truction. The white dots show the proposed projects. Obviously 
. country wide tax-free invasion of the electric-utility business has been 
underway. 

The extent of this invasion to date can be judged from the inroads 
that have been made since 1937. A total of 48 electric companies 
have been taken over in their entirety by TVA and various State 
bodies. Another 55 companies have lost part of their property and 
service areas to these same Government businesses. A total of 
electric companies have been taken over in whole or in part by REA 
projects which have been promoted and financed by the Federal Gov- 
ernment. I have a record of another 20 such transactions where Fed- 
eral money has been allotted for the purpose, but I do not know at this 
time whether or not the expropriations have been consummated. 

We are being subjected to another and more insidious attack by tax- 

Government power businesses. All of us have seen industries 
ising large amounts of power, locate in the TVA and Bonneville areas 
because of tax-free subsidized power rates. This is not only bad for 
the country but has the definite effect of increasing the demand for 
tax-free power to the detriment of the taxpaying companies. 

Chart 7: Cities and State bodies engaging in the electric power busi- 
ness generally operate these businesses at a profit so-called. They 
finance all or part of their construction with tax-free bonds. They 
are not bound by governmental regulations that wisely restrict corp- 
orations in the same business to a limited amount of debt. This chart 
shows how tax exemption is used to sell tax-exempt bonds. You will 
note that many of the illustrations on this sheet are for bonds issued 
for the purpose of financing the construction of tax-free electric util- 
ity facilities. 

Chart 8: The chart which I am showing you illustrates the great 
advance in the extent of tax-free bonds since 1946. The Federal Gov- 
ernment has taken steps to reduce tax exemption on its securities. 
Therefore, the wholly tax-exempt securities, with the exception of a 
very small amount, are those of other public bodies. And you will 
note that they now amount to better than $31 billions. These bonds 
are often purchased by investors as a means of escaping taxation. 
The loss in Federal income taxes because of the practice must be very 
great indeed. 
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I am sorry that I cannot give you the total amount of the tax-free 
bonds shown on this chart that are applicable to the electric utility 
businesses owned and operated by public bodies, but this information 
is not presently available. I do know that the total is large. 

Chart 9: When I appeared before you at a previous hearing on the 
double taxation of dividends I showed you a chart that illustrated the 
great advantage a tax-free bond has over stock when it comes to 
financing the business. I have introduced it in this hearing because it 
is so applicable to the point we are discussing. 

I do not believe that tax-free bonds are right. Just how unfair 
they are has become more and more apparent as personal income tax 
rates have gone up and up. No such an easy road for tax dodging, 
so-called, by the well-to-do should remain open. 

I appreciate the fact that tax-free bonds are issued for all sorts of 
purposes and are a cornerstone of State and municipal financing. A 
first step toward ending this injustice would probably be to eliminate 
the tax exemption for bonds issued to finance proprietary businesses. 
I am well aware of the difficulties of writing rules and regulations for 
this purpose, but I believe it could be done e ffectively. 

I have had legal counsel draft some language in respect to how this 
important step might be taken. I do not want to take the time of the 
committee to read it to you, but I ask that it be appended to my state- 
ment and be made a part of the record. 

The Cuairman. Without objection it is so ordered. 

(The document referred to is as follows :) 


IN Re STATEMENT OF SpecrIAL Tax Poticy CoMMITTEE, ELIMINATION oF TAX 
EXEMPTION FOR Bonps IssuED To FINANCE PROPRIETARY BUSINESSES 


PROPOSED AMENDMENTS TO INTERNAL REVENUE CODE 
Section 22. Gross INCOME. 
* * * . a * . 


(b) Exctusions From Gross Income.—The following items shall not be in- 
cluded in gross income and shall be exempt from taxation under this chapter: 


* 7 * * * * * 


(4) TAX-FREE INTEREST.—Interest upon (A) the obligations of a State, 
Territory, or any political subdivision thereof, or the District of Columbia ; 
or (B) obligations of a corporation organized under Act of Cong ae if such 
corporation is an instrumentality of the United States; or (C) the obliga- 
tions of the United States or its possessions. Provided, solbdeer! That the 
interest on the obligations enumerated in clauses (A), (B) and (C), issued 
after the effective date of this amendment, shall not be taw free if such 
obligations either are issued for the purpose of financing proprietary func- 
tions or in fact are used to finance proprietary functions. Whenever the 
purpose for which a bond issue is made is either unerpressed or multiple, 
the interest therefrom is taxable in the same percent that the money bor- 
rowed to finance proprietary functions is of the total bond issue. In every 
case the Commissioner shall ascertain as to the obligations enumerated 
under clauses (A), (B) and (C), the extent to which the right to eremption 
under this subsection may be exercised and shall publish such information 
and promulgate such regulations with the approval of the Secretary, as may 
be necessary to a proper exercise of such right and the application of the 
provisions of this subsection. Every person owning any of the obligations 
enumerated in clause (A), (B) or (C) shall, in the return required by this 
chapter, submit a statement showing the number and amount of such 
obligations owned by him and the income received therefrom, in such form 
and with such information as the Commissioner may require. In the case 
of obligations of the United States issued after September 1, 1917 (other 
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than postal savings certificates of deposit to the extent they represent de- 
posits made before March 1, 1947) and in the case of obligations of a cor- 


poration organized under Act of Congress, the interest shall be exempt only 

if and to the extent provided in the respective acts authorizing the issue 
' thereof as amended and supplemented, and shall be excluded from gross 
income only if and to the extent it is wholly exempt from the taxes imposed 


by this chapter. 
[Italicized language indicates proposed amendment to section. ] 
DEFINITION OF PROPRIETARY FUNCTION 
Add new subparagraph (21) to section 3797. 
“Section 3797, DEFINITIONS, 

21) PROPRIETARY FUNCTION.—The term ‘proprietary function’ means 
any business of a character in which individuals and/or corporations in their 
private capacities could engage and the income from which would be subject 
to taxation under this title without regard to the application, solely for 
the purposes of this definition, of the provisions of sections 101 and 116) 
provided that at least 50 percent of the gross revenues earned in such busi- 
ness is derived from fees or charges collected for the rendition of services 
or sale of commodities in such business, and provided further that at least 
50 percent of the gross revenues derived from such business throughout the 
United States during the calender year 1952 were earned by privately owned 
corporations.” 

Mr. Oaxes. Among other things it defines “proprietary function” 
in a simple and effective way, so that the other activities of the 
various governmental bodies would not be affected. 

In previous appearances before this committee we have asked that 

iblic bodies in the electric utility business be taxed in the same 
manner in respect to this business as we are. There is no question 

bout the right of the Federal Government to so tax its own enter- 
prises. We believe that State and local bodies also can be so taxed. 
To quote Mr. Justice Frankfurter : 

* * * so long as Congress generally taps a source of revenue by whomsoever 
earned and not uniquely capable of being earned only by a State, the Consti- 
tution of the United States does not forbid it merely because its incidence falls 
also on a State. 


I have had legal counsel draft some material on this point which 
I also would like to make a part of this record. 

The CuarrMan. Without objection it is so ordered. 

Mr. Oaxres. Thank you, sir. 

(The material referred to is as follows:) 


IN RE STATEMENT OF SPECIAL TAx PoLicy COMMITTEE RIGHT or FEDERAL GOVERN- 
MENT To Tax ITs PROPRIETARY PNTERPRISES AND THOSE OF STATES AND LOCAL 
BOopIEs 


The following is a copy of a letter written in connection with prior considera- 

tion of the above subjects: 
Avoust 1, 1951. 
Re proposed statutory changes taxation publicly owned electrical energy 
enterprises. 
Mr. CHARLES BE. OAKES, 
Chairman, Special Tax Policy Committee, 
Edison Electric Institute, New York City. 

Dear Mr. Oakes: In order that the proposal of the committee for the taxa- 
tion of incomes of publicly owned electrical energy enterprises might be imple- 
mented, it is recommended that the Congress adopt the following legislation and 
statutory amendments or their equivalent in purpose or effect: 

1. That section 116 (d) of the Internal Revenue Code be amended to read as 
follows: 
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“(d) INCOME oF SvratTes, MuNIcIPALITIES, Erc.—Income derived from any 
public utility (except from the production, transmission, distribution or sale 
of electrical energy) or the exercise of any essential governmental function and 
accruing to any State, Territory, or the District of Columbia, or any political 


subdivision of a State or Territory, or income accruing to the Government of 


any possession of the United States, or any political subdivision thereof.” 
| New matter italics. ] 

2. That paragraph 15 of section 101 of the Internal Revenue Code be amended 
to read as follows: 

“The United States, its instrumentalities and corporations organized under 
act of Congress, if such corporations are instrumentalities of the United States 
and if, under such act, as amended and supplemented, such corporations are 
exempt from Federal income taxes, but the exemption provided under such act 
and this paragraph shall not apply to tax under this chapter on income derived 
from the production, transmission, distribution or sale of electrical energy.” 

3. That section 45 of the Internal Revenue Code be amended by adding at 
the end thereof a new paragraph as follows: 

“The Commissioner under regulations promulgated by him with the approval 
of the Secretary in the case of the production, transmission, distribution or 
sale of electrical energy by the United States or its instrumentalities including 
corporations organized under act of Congress, the States, municipalities, or their 
political subdivisions, shall make such limitations, distributions, apportionments 
or allocations of all deductions, credits or allowances so that there shall be 
allowed as deductions in the computation of taxable income only such amounts 
as are properly referable to said production, transmission, distribution or sale 
of electrical energy.” 

It is believed that the foregoing statutory changes will accomplish the recom- 
mended statutory changes as to taxation of the income of publicly owned elec 
trical energy enterprises suggested by your committee. 

Respectfully, 
WHITMAN, RaANsom, Coulson & GOETZ, 
By JAMES K. POLK. 
Retp & PrIEsT, 
By E. Roy Gip1n. 

Mr. Oakes. Next is chart 10. 

In order to show you how this proposition would work out, I have 
prepared a chart based on taxing TVA’s power business for the fiscal 
vear 1952. I have taken this business just as it was stated by TVA in 
its annual report, and with all of TVA’s many other valuable special 
privileges untouched. I have used the corporate tax rates which now 
prevail. 

If taxed under the same rules that apply to us, TVA would have 
paid $13,148,601 Federal income taxes for the fiscal year 1952. 

Chart 11. My second chart on this proposition uses the TVA cities 
as an ex: umple. The figures are for the fiscal year 1952, and they cover 
all 96 cities to which TVA supplies power for resale. Part of the 
capital in these municipal businesses consists of free grants from the 
Federal Government totaling $8,888,554. 

Federal income taxes for these municipal businesses would have 
been $8,422,254 for fiscal year 1952 

Chart 12. My last chart shows the amount of Federal tax revenue 
that would result in 1953 if all public bodies engaged in the electric 
utility business were to be subjected to the same income taxes which 
the privately owned electric companies now pay. The total is $121,- 
500,000, and is divided, Municipal Electric Power, $75,900,000; F ederal 
Electric Power, $34,800,000; and Non-Federal authorities, $10,800.00. 
The Federal Government is essentially a wholesaler and hence the 
amount of income taxes which existing Federal projects would pay is 
somewhat lower than the municipalities would contribute to the cost of 

operating the Government. An important feature of the Federal 
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»wer business is that it sells a very large proportion of its output to 

v large industries. 

While I have excluded the REA electric cooperatives, I would like to 
to your attention that the generating and transmission coopera- 
now expanding at a rapid rate at the taxpayers’ expense are in 

litv big business. No sound reason exists for their freedom from 

xation. ‘They compete for business with the taxpaying utilities, and 

ould be placed on the same tax basis w ith them. 

\ measure of tax equality in respect of Federal income taxes imposed 

privately owned utilities could be realized by placing a Federal tax 

the revenue from the sale of power by governmental bodies. 

in Chart 3 I have shown that Federal taxes for the vear 1952 took 

98 cents of every dollar received from customers of the electric com- 

s, and that we expect the figure to be 14.30 cents for the year 1953. 
These figures are, of course, after elimination of sales and purchases 

ween taxpaying companies and are in terms of deliveries. I believe 

it 13 percent of the electric revenues of Government utilities would 

a tax that would give reasonable tax equality. It would be in fact 
somewhat less than the amount needed to give complete equality. 

I would also allow to the purchaser of power for resale a credit of 
13 percent of the purchase price, this credit to apply to the purchaser’s 
oross tax. 

In the case of the TVA example I have used previously my plan 
would work out this way. 

CVA would have paid 13 percent of its 1952 fiscal year revenues from 
he sale of power of $94,466,655, making its total F ederal tax payment 
$12 280.665. 

In the case of the TVA municipalities, 13 percent of their total 
revenues from the sale of power would be $10,233,674. But the 
municipalities would have received a credit of 13 percent on the pur- 
chase price of their power, which in dollars would have been $4,224,981. 
This would have made their net payment of such Federal taxes 
$6,008,693 for the fiscal year 1952. 

The remainder of the untaxed power businesses of public bodies 
would under the 13 percent plan I am suggesting, pay Federal taxes 
determined by the same method I have just described for TVA and 
he TVA municipalities. 

[ am not proposing a fixed figure of 13 percent asa tax. You will 
note that the 13 percent is just one quarter of the present corporate 
income tax rate of 52 percent. In applying it to future years I would 
establish the percentage to be applied to the gross revenues of Govern- 
ment power as one-fourth of the prevailing income-tax rate. Thus, 
when and if the corporate tax rate is reduced the rate on the elec- 
trical businesses of public bodies would go down proportionately. 
Should the corporate tax rate go up, so would the tax rate on power 
businesses of public bodies. 

We believe that Government should not compete in business en- 
terprises with any of its citizens who through their taxes helped to 

support the sovereign power. Tax exemption for any form of pro- 
prietary business is unsound, but it is especially unfair when the sov- 
ereign power does compete with its citizens with the aid of economic 
favors of great value, such as freedom from taxation. 

We ask that you end this discrimination against us. 

The Cuarrman. Thank you, Mr. Oakes. 


( 
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The next witness is Mr. Richard C. Munsche, manager of the tax 
department of the Coca-Cola Export Corp., New York City. We will 
be glad to hear from you, Mr. Munsche. 


STATEMENT OF RICHARD C. MUNSCHE, MANAGER, TAX 
DEPARTMENT, THE COCA-COLA EXPORT CORP. 


Mr. Munscue. My name is Richard C. Munsche. I am manager 
of the tax department of the Coca-Cola Export Corp. 

Mr. Chairman and members of the committee, my subject is United 
States Income Tax Status of Nonresident Alien Employees of United 
States Corporations Who Visit the United States for Business Train- 
ing or Consultation. 

The Coca-Cola Export Corp. is a domestic corporation with its 
headquarters in New York and branches and offices in 25 foreign coun- 
tries. Coca-Cola is sold in more than 80 foreign countries. By virtue 
of the uniformly high quality of its product, the restrained character of 
its advertising, and its constructive business policies, we believe that 
our company is entitled to recognition as a leader in the vital task of 
spreading the knowledge of American business methods over the 
world. We respectfully wish to draw your attention to a technical 
defect in the United States tax laws which is hampering the diffusion 
of this knowledge. 

In its overseas operations the Coca-Cola Export Corp. employs some 
6,000 person. Of these all but less than 100 are citizens of foreign 
countries, many of whom are employed in responsible positions in- 
cluding division and branch managerships. Because of their know!l- 
edge of the local language and other local conditions it is usually ad 
vantageous to employ key personnel locally whenever it appears that 
they possess the potential of learning American business methods. It 
has been found that one of the most effective ways in which we can 
train such persons is to bring them to the United States for a course 
lasting approximately 4 months. Their transportation expense and 
living expense while an is paid by the company and they receive 
their regular salary in foreign currency from their own branches. 
This salary is, with rare exceptions, subject to income tax by their 
home country despite their temporary absence from the country. 

While in the United States they attend lectures and demonstrations 
of American business methods, visit factories through the cooperation 
of participating companies, take part in the actual operations in order 
“to learn through doing.” 

The Cuarrman. Pardonme. Are you people operating in Spain? 

Mr. Mounscue. We are, but not through branches. It is a rare ex- 
ception in our operations. 

They do not, of course, become a part of the American labor force 
or compete with American labor in any way. A good deal of what 
they learn is from contacts with Americans of many types and getting 
the American viewpoint from them. Almost all of these men are 
enthusiastic about this country at the end of their stay. And I can say 
that that applies regardless of their country—. Australians, Africans, 
Asiaties, and Europeans. However, their enthusiasm is to some extent 
destroyed when they visit the Alien Tax Division of the Bureau of 
Internal Revenue and learn the tax penalty that they must pay for 
this exhilarating experience. 










































GENERAL REVENUE REVISION 1535 


There they learn that they must pay United States income tax on 

e income paid to them in foreign currenc y by their home branch, 

puted without credit for the foreign income taxes paid by them 

the same income and usually with allowance for only one $600 
exemption regardless of the number of actual dependents. The net 
fect is an extremely heavy burden of doubie taxation in many 
stances. 

On further investigation they find that under the United States 
tax law trainees who are employees of foreign corporations or part- 

nerships and who are here for less than 90 days and earn less than 
$3,000 during such period are not subject to this tax. 

This tax penalty is therefore a discrimination against them largely 

‘ause of the fact that they were employed by an American corpo 
ration. 

Under some of the income-tax conventions that have been concluded 
between the United States and foreign countries, nonresident aliens 
employed by a United States corporation are exempt from United 

tates income tax provided their stay does not exceed a limited period, 

ually 183 days, and their compensation does not exceed a stated 
mount. However, almost half of the tax treaties limit such heceeies 
to employees of a resident or corporation or ather entity of the for- 
eign country. Visitors from any of the many nontreaty countries are 

ubject to the defective and discriminatory United States tax law. 

Some of the more technical aspects of this problem are set forth in 
a memomandum which will be filed with your committee. 

Bearing in mind the importance of extending American know-how 
to undeveloped and semideveloped economies, it would seem of vital 
importance to remove this barrier to the free flow of ideas from the 
United States to the rest of the free world and to give nonresident 
employees of all United States corporations the same tax status as 
employees of foreign corporations and employees of United States 
companies operating in certain foreign countries with which adequate 
ncome tax treaties are in force. 

We therefore wish to support the recommendation of the National 
Foreign Trade Council in respectfully urging that the Congress (1) 
amend sections 211 (b) and 119 (a) (3) of the Internal Revenue Code 
so as to extend the exemption therein to compensation derived from 
labor and services performed on behalf of a foreign permanent estab- 
lishment of a United States corporation and (2) extend the time limi 
tation to 183 days and increase the limitation on amount of remuner- 
ation to $10,000. 

I thank you for your kind attention. 

The Cuarrman. We thank you for your appearance, Mr. Munsche 

Mr. Munscue. Mr. Chairman, I have a memorandum and two ex- 
hibits I ask permission to file in connection with my statement. 

The CuHarrMaAn. Without objection it is so ordered. 

(The documents referred to are as follows :) 


MEMORANDUM ON UNITED States INCOME Tax Status oF NONRESIDENT ALIEN 
EMPLOYEES OF UNITED STATES CORPORATIONS WHO VISIT THE UNITED STATES 
FOR BUSINESS TRAINING 


About one-third of United States private investment abroad is in the form of 
branches of United States corporations as contrasted with foreign subsidiary 
ompanies. Among the tax disadvantages of the branch form of investment 
are the difficulties encountered in bringing nonresident alien employees of foreign 


branches to the United States for training in American business methods. Com- 
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pensation paid to these employees by foreign branches of United States cor 

panies while they are in the United States for training is in many cases subject 
to both United States income tax and foreign income tax because of the inad 
quacy of provisions for the elimination of double taxation in the Internal Revenu 
Code and in the income tax conventions now in effect. 


INADEQUACY OF PRESENT PROVISIONS OF THE INTERNAL REVENUE CODE 


(a) Under section 131 of the code only United States citizens and certain 
resident aliens are entitled to claim credit for foreign income tax and such credit 
is limited so that it may apply only against United States tax on income fri 
sources outside the United States. Nonresident aliens may only claim dedu 
tions under section 28 (c) for foreign taxes paid on income from sources within 
the United States. Such deductions result in only a partial and incomplete 
avoidance of donble taxation. 

(b) Section 211 (b) in effect exempts income from personal services performed 
within the United States by nonresident aliens who are temporarily present i! 
the United States for not more than 90 days within the taxable year and whose 
aggregate compensation for such services does not exceed $3,000. However 
it is also prescribed that the exempt remuneration must relate to personal sery 
ices on behalf of a nonresident alien individual, foreign partnership or foreign 
corporation, not engaged in trade or business in the United States, thus pre- 
cluding exemption for remuneration arising out of services performed on 
behalf of a United States corporation. 


PERTINENT PROVISIONS OF BILATERAL INCOME TAX OONVENTIONS 


(a) General provisions 


Exhibit I attached hereto is a brief summary of the more important general 
provisions in presently effective and pending income tax conventions with respect 
to the exemption of temporary visitors to the United States from treaty countries 

It will be noted that these treaty provisions are of two types. Most of then 
(i. e., the treaties with Belgium, Canada, Denmark, Finland, Greece, Norway 
Sweden, and Switzerland) permit temporary visitors the alternative of quali 
fying under either one of two exemption provisions, in addition to meeting the 
specified time requirements. Visitors’ remuneration must either be derived from 
a resident or a corporation or other entity of the foreign contracting state, or, 
if the payor is someone else, such remuneration must not exceed a stated maxi 
mum amount. In some cases the time limitation associated with the maximum 
amount of compensation is less than the time limitation associated with the 
requirement as to the payor of the income. 

The exemption of nonresident alien employees of a United States corporation 
is thus attained to a limited extent under the second category in the above- 
mentioned type of treaty. 

However, the other treaties (i. e., those with Australia (not yet ratified), 
France, Ireland, the Netherlands, New Zealand, Union of South Africa and the 
United Kingdom) contain in effect the requirement that the compensation relate 
to services performed on behalf of a resident, corporation, or other entity of 
the foreign country. Under these requirements nonresident alien employees of 
a foreign branch of a United States corporation are completely disqualified unless 
it could be held that the foreign branch is the equivalent of or is assimilated to 
a foreign corporation, or is a foreign entity on the ground that under the tax 
treaties a permanent establishment is treated very much like a separate entity 
for tax purposes. The Bureau of Internal Revenue has not up to the present time 
adopted this interpretation of the law or treaties. 

In summary, the effect of the general provisions of the tax treaties is to dis 
criminate in most instances in favor of nonresident alien employees of foreign 
corporations over nonresident alien employees of United States corporations. 

(b) Students and apprentices 

All of the treaties, except the Australian treaty not yet ratified, contain pro- 
visions exempting students or business apprentices, or both, from United States 
tax on remittances from abroad for the purpose of their maintenance, study, 
or education in this country. (See exhibit II attached.) These provisions do 
not exempt salaries paid by the foreign branch, which still remain exposed to 
United States taxation. 

Under some of the treaties the student or apprentice must be a resident of 
one of the contracting States who temporarily visits the other State for the pur- 
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se of study or acquiring business or technical experience. In other treaties 
» student must reside in the state in which he is studying. The latter type 
f provision would not cover the instant problem. 


Importance of the problem 


Executives of American companies with foreign branches have repeatedly ex 

essed amazement at the fact that their foreign employees brought over to this 
country for training and observation were subject to United States income tax 
hen foreign tourists in this country, many of whom may also have visited United 
States factories, are not taxed. soth employers and employees are in such cases 

uctant to arrange for future visits, and the Government’s program for dis 

mination of technical information to foreign countries is impeded 

These nonresident alien employees are not competing with American labor 

d certainly should rank equally with nonresident aliens employed by foreign 
orporations. 

In many cases, where the earnings taxed in this country are less than $600, tax 

originally imposed because of proration of the personal exemption but is later 
refunded after the close of the taxable year when a formal claim is filed. This 
nrocedure involves wasted time for employer, employee, and the Bureau and 
iould be eliminated. 

CONCLUSION 


The most satisfactory solution to this problem would be for Congress to remove 
the present discriminations against alien employees of United States firms (1) 
yy amending sections 211 (b) and 119 (a) (38), Internal Revenue Code, to exempt 
labor or services performed on behalf of a foreign branch of a United States 

rporation, and (2) by extend‘ng the time limitation to 1883 days and increasing 
he limitation on the amount of remuneration to $10,000. 


ExuHipit I.—Temporary visitors’ exemption clauses in income-tax conventions 


Maximum 


Maximum per 
faxi 1 period amount of 


Convention 





le * of presence in Other requirement 
with— United States = j 
tior 
Australia (not 183 days during None Compensatior for services performed for 
yet ratified the taxable or on behalf of an Australian resident 
year 
x Belgium (ap a) #) days dur $3,000 | Exemption does not apply to remuneratior 
proved by ing the tax of officers and director { cory at 
Senate but able year organized in the United States 
not yet in or 
force b) 183 days dur- None Compensatior s received for personal 
ing the tax- er es performe for a re lent of. or 
able year 4 corporation organized ir Belgium, 
which carries the actual burden of the 
remuneratior 
VII Canada (a) 183 days dur None Compensatiorz rece for persona! serv- 
ing the tax- es performed as an officer or employee of 
able year + resident or corporation or other entity 
or of Canada 
(b) 183 days dur $5, 000 
ing the tax- 
able year 
XI (2) Denmark - . (a) 90 days dur- $3, 000 
ing the tax- 
able year 
or 
b) 180 days dur- None | Cr 
ing the tax- 
able year 
XI (1 Finland... .-| (a) 183 days dur- None | Compensatior 
ing the tax- sonal services 
able year of or under ¢ 
or corporation or ot} 
b) 183 days dur- $10, 000 
ing the tax- 
able year 
De wien ae Period or pe- None | Does not apply to income from a liberal 
riods aggre- profession. Services are performed for or 
gating less ym behalf of a resident, corporation, or 
than the taa- other entity of France 


able year. 
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Exursit I.—TZemporary visitors’ exemption clauses in income-tagr 
conventions—Continued 





Maximun 


Marin 1 j ‘ 
re M mum period) {mount of 
. prese e in : 
wit! com pensa- 
: United States , 
tion 
Greect 183 davs dur None 
the tax- 
r 
83 davs dur $10, 006 
the taxahle 
€ 
Ireland & lur None 
+} t ible 
ear 
Netherlar 18 s dur None 
t taxable 
New Zealand 183 days during None 
¢ ¢ ible 
Norwa 183 days dur ol 
the taxable 
' 
ISS days dur 10, 000 
we 1s ivs T None 
" 1 000 
erlat . r None 
eal 
R 11 10, 000 
i e taxabk 
‘ 
r South Afr S s None 
»| e ye 
United King do None 


Other requirements 



























Compensation is received for labor or ner 
mal serv is an empl 
T r iT t r 
porat f Greece 
Compensation is for services performed f 
r If of a person resident i 
A r tion is revarded as resident 
Irela 3 is managed and 
trolled i 
Compens ved from labor or { 
mal se ned as an emy 
att . resident 
etherlands, or a Netherland r 
ratio urving the actual burde 
1 T ion 
( ensation is for services performe 
t ilf of a person resident 
Cor iti is received for labor or ne 
sonal services performed as an employee 
{ r under contract with, a resident 
corporation or other entity of Norw 








Con 
lo 

cor} en 
C 1 received for labor or 
rvice r med as ¢ ] 

of I nder contract at lent 
corporat vr other entit ol wit 








{ the I ted rdom’’ means any per 
ther than a citizen of the Unite 
S OF United States corporat 

who is resident in the United King 

for the purpose of Unite Kingdom t 

and not resident the | 





» purpose of the Uni 
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ExuHisiT II.—Treaty provisions exempting remittances to students or apprentices 






Article | Country | Exempted.persons 
IV Belgium Students or apprentices residing in other contracting state for study or 
| | ng experience 
j snada or business apprentices residing in other contracting state for pur 
poses of study or for ac juir 1g business experie1 
Denmark Students or apprentices, ¢ itizens of 1 of the contracting states, residing in 
| the other contracting state exclusively for purp ses of study or acquiring 
business experience 

xn Finland A student or appret tice, a resident of 1 of the contracting states, who tem 
porarily visits the other contracting state for study or acquiri business or 
technical experience 

xI France Students from 1 of the contractin tates residing in the other contracting 
state exclusively for the purpose of stud) 

XIII Greece | Students or business apprentices who are residents of 1 contract . 
but who are te mp rarily present in other contracting state exclusively tor 
tudy or acquiring business experience 

xX VIII Netherlands 


or bus siness apprentices of 1 contracting state residing in the other 









lusively for study or acquiring business exper t 
XV New Zealand I isiness or trade apprentice who normally resident in the 
te rite ry of 1 of the contracting governments and who is rece full 
time education or traini in the territory the other contracting gov 
ernment 
XIII Norway. A student or apprentice, a resident of 1 of the contracting states who t 
porarily visits the other contracting state for the purpose of study or for 
wequiring business or technical experience 
XII wedel tudents or business apprentices from 1 contracting state r i n the 
other contracting state exclusively for purposes of study or for acquirin 
business experience 
XIII Switzerland __. A student or prentice, a resident of 1 of the contracting states, who tem- 
porarily visits the other contracting state exclusively for study or for 
acquiring business or technical experience 
x South Africa Students or business apprentices from 1 of the contracting states residing 
in the other contracting state for purposes of study or for acquiring busi 
hess experience 
XIX_..| United Kingdom A student or business apprentice from the territory of 1 of the contracti 
rt who is receiv full-time educatio r trai in the territor f 
the other contracting party. 
I Exemption is limited in all cases to remitt es or payments made for the purpose of the student’s 
( tenance, education, and tran 


The Cuarrman. The next witness is Mr. Edward D. Rapier of New 
Orleans. Weare glad you are here, Mr. Rapier. 


STATEMENT OF EDWARD D. RAPIER, NEW ORLEANS, LA 


Mr. Raprer. My name is Edward D. Rapier of New Orleans, La. 
Whitney Building is the address. 

Mr. Chairman and gentlemen, I am speaking for the owners of 
small corporations. 

The definition of a small corporation would, from the income-tax 
law, appear to be a corporation earning not more than $25,000 per 
year. It is at this point that the income-tax rate jumps from 30 to 
oz percent. 

This $25,000 level dates back to about 1921, when a dollar was a 
dollar, and the corporate income-tax rate was only 10 percent. 

This definition is now antiquated, the dollar has shrunk to less than 
half of its former value, and this, coupled with the present exc easive 
rates, presents a problem to small business that is most perplexing 
and unhealthy. 

Most small corporations are either owner operated, or are operated 
by one of a small group of owners. Therefore, to these people, the 
one-two punch of personal income taxes on top of corporation income 
taxes leaves so little that it is truly un-American. 


87746—53—pt. 3——_5 
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To demonstrate, let us consider such a corporation which presently 
s earning the $25,000, and the owners of which are personally in, say, 
the $15,000 bracket. 

They consider risking an expansion which, if successsful, might 
produce $10,000 more of earnings. 

That $10,000 would be taxed 52 percent or $5,200, leaving $4,800. 
But that isnot all. When that $4,800 is paid by the operators to them 
selves as dividends, it is taxed again 53 percent, or $2,544, leaving only 
S?.956 out of the $10,000. 


Example of above: 


After earning $25,000, the next 7 ee r F ---~ $10, 000 
Corporate income tax, 52 percent - t a 5, 200 
Leaves for dividends mes Se ee 4, 800 
Individual income tax, 53 percent__- er . iit — 2, 544 
Leaves ‘ i Ss 2, 253 


Or $10,000 earned shrinks to $2,256. 

Such a situation causes a number of very bad reactions in the minds 
of the Operators of small business. 

One reaction is that, when a man realizes that his business may be 
hat suecessful, he becomes reckless with expenses. He looks for ways 
to toss around expense money rather than have it siphoned away in 
1 on a | ee 

(nother bad reaction is his reluctance, and often refusal, to embark 
upon an xine or an improvement program, which might create 
jobs and progress, because the risk and effort cannot pay off. If un- 
suecessful, he loses: if successful, the income-tax collector takes the 


} 


CY rm 

I therefore urge that the $25,000 limit on what is considered a small 
orporation be increased to in excess of $50,000. 

I further urge that, in order to minimize the impact this proposal 
will have on Treasury receipts, that it be spread over several years. 
LS a sug aoe you could redefine this limit at a higher figure, but 
stipulate thi should be reached at, say, stages of $10,000 per Year, 
oO] a r such figure. This should, I believe, reduce the problem 
to Tre: asury De partment to such a small amount of revenue that 

he overall situation it could hardly be noticed. 


On ' e other banit it would tremendously stimulate small business. 

susiness plans take time to formulate, and more time to unfold. 
If the operator of small business could look forward with assurance, 
e would think and plan and ac 

It was small business growing large that made America great. The 
giants of today were small businesses in the past. It was that oppor- 
tunity that stirred this country and raised it to its leading role of 
today. 

But today taxes strangle the operator of small business, and relegate 
him toa permanent position of smallness, 

Please, therefore, gentlemen, loosen the noose, increase this $25,000 
limit on earnings, and give these people the great opportunity that 
has been our American tradition. 

Thank you. 

The CuarrmMan. We thank you very much, sir, for your appearance 


and suggestions. 
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The next witness is Harry W. Wolkstein, certified public account- 
ant, of Newark, N. J. 


STATEMENT OF HARRY W. WOLKSTEIN, HARRY W. WOLKSTEIN 
& CO., CERTIFIED PUBLIC ACCOUNTANTS, NEWARK, N. J. 


Mr. Worxstern. My statement is largely devoted to the subjects 
of “ei trial development revenue bonds and authority bonds. 

Phe CHairmMan. How much are you going to read ¢ 

Mr. Nansceane I realize the statement is lengthy, and I will 

ery glad to highlight the statement. 

Phe Cuamman. We will be glad to hear your conclusions and you 

av file your statement for the record. Of course the experts will 

dy the entire statement carefully. 

Mr. Workste1n. This paper deals primarily with the subjects of in 
dustrial development revenue bonds and authority bonds, which : 
ordinarily recognized by local governments as being exempt hain 
Federal income taxation with regard to interest under section 22 (b) 

t) of the Internal Revenue Code. 

Ordinarily and generally these industrial development revenue 
jonds do not pledge the faith or credit or taxing power of their State 
or municipal governments. The bonds ordinarily are secured only 
by the revenue coming from the industrial enterprise in which the 
local and State governments engage, and unless Congress checks into 
the question of these abuses under section 22 (b) (4) I am afraid 
we will see our State and local governments engaged in subsidizing 
more and more businesses to the point that we may undermine our 
taxing structure and our system of competitive enterprise with the 
end result being State capitalism and socialism. 

Section 22 (b) (4) provides that interest upon the obligations of 
a State, Territory, or any political subdivision thereof shall be exempt 
from Federal income tax. 

In my prepared statement I have submitted a partial list of in 
dustrial bonds that I have come across issued by the different States. 
1 would like to call your attention to one, in the interest of saving 
time, which I think is typical. 

And, that is the case of the issuance of industrial bonds by the city 
of Florence, Ala., the proceeds of which were to be used by the city 

f I’lorence to purchase lands, and for the construction of buildings 
po the purchasing of equipment in accordance with plans and speci 
fications prepared by the Stylon Corp. 

Last year the contract was executed by the city and the Stylon Corp 
for the construction of $1,300,000 worth of plants and builc lings. 

The details of this case are more fully set out in the statement which 

being submitted for the record. 

The Cuameman. Thank you very much. 

Mr. Worxstern. I have a number of other illustrations which arz 
set out in the statement also. 

The CuatrmMan. Will you give us your conclusions ? 

Mr. Worxstetn. Yes, Mr. Chairman. I respectfully suggest that 
section 22 (b) (4) of the Internal Revenue Code be amended with a 
view to clarifying this section so as to subject to Federal income taxa- 
tion without question the interest on these industrial development 
revenue bonds as well as the interest on the obligations of authorities 


1 
} 
I 








1542 GENERAL REVENUE REVISION 


which engage in proprietary ventures, and which do not pledge the 
faith or credit or taxing power of their State or municipal govern- 
ment. 

The Cuatrman. Thank you very much, Mr. Wolkstein. We ap- 
preciate your discussion, 

Mr. Esernarter. Mr. Chairman, there is just one thing I would 
like to put in the record with reference to the issuance of bonds you 
referred to down in Mississippi or Alabama. 

Mr. Workstern. In Alabama. 

Mr. Epernarter. What they are manufacturing down there is 
purely a commercial product. 

Mr. Worxsterin. Exactly. 

Mr. Esernarter. They are issuing those bonds in a way that they 
are attempting to get tax exemption. 

Mr. Workstern. Exactly. 

Mr. Esrruarrer. For the manufacture of the purely industrial and 
commercial product, and if the Treasury gives them tax exemption 
it will mean that any town in the United States, and city could use 
the same device to escape Federal taxes. That is your point; is it not? 

Mr. WorksteIn. Exactly. 

Mr. Esernarter. And I think it is a very important point. 

Mr. Workste1n. And is done in direct competition with their com- 
petitors who must pay income tax on their net operations. 

Mr. Esernarter. I see exactly what you mean, and any municipality 
in the various sections of the country would follow the same thing, and 
it would naturally mean an increase in the transfer of industries from 
one section of the country to the other. 

Mr. Wovksrern. And it has reached the point where cities through- 
out the Nation are actually bidding against each other in order to 
entice such industries from one State to another, and we think it is 
bad for our economy, and is also bad for the revenue. 

Now, if I may add this one thing, Mr. Chairman: I did last Septem- 
ber request a ruling from the Commissioner of Internal Revenue 
particularly as regards to the illustration of the Stylon case, and I was 
quite surprised personally to receive a ruling to the effect that the 
interest was exempt under the authority found in the port of New 
Y ork. 

The Cuarrman. We thank you very much. Your full statement will 
appear in the record. 

Mr. Wovkste1n. Thank you. 

(The statement referred to follows :) 

STATEMENT ON Topic 33, THE DETERMINATION OF TAXABLE INCOME INCLUSIONS 

AND EXCLUSIONS, BY HArrY W. WOLKSTEIN, CERTIFIED PUBLIC ACCOUNTANT 

AND TAX PRACTITIONER, OF NEWARK, N., J. 


Mr. Chairman and members of the House Committee on Ways and Means, 
my name is Harry W. Wolkstein. I am a practicing certified public accountant, 
of New Jersey and New York. I am the senior member of Harry W. Wolkstein 
& Co., a firm of certified public accountants having its main office in Newark, 
N. J. 

It is apparent from the conduct of this hearing that this committee is con- 
cerned with the equitable distribution of our tax burden, and also with ascer- 
taining the extent to which certain incomes may now be escaping income 
taxation, whereas they should be properly subjected to taxation under existing 

atutes and regulations. 

“My presentation will be largely devoted to the subjects of Industrial Develop- 
ment Revenue Bonds and echorsts Bonds, as well as the tax-avoidance plans 
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that are being used under which certain municipal and State governments 
ire subsidizing private competitive industry, with a resulting loss of revenue 
into other municipal, State, and Federal governments. 


THE DETERMINATION OF TAXABLE INCOME INCLUSIONS AND EXCLUSIONS 


The growing economic war among our States and municipalities across the 
country in competing for new industries by offering them special subsidies or 
privileges in the form of full or partial tax exemptions or tax concessions, 
cash bonuses, interest-free loans, donations of land and buildings, and leasing 
plants at nominal rental terms, has become a subject of serious concern to the 
ax officials of our three levels of government—municipal, State, and Federal. 
Unless they are halted promptly, these governmental plans for subsidizing 
private industry may well serve to undermine our taxing structure, our national 
economy, and our system of competitive enterprise, with the end result of 
state capitalism and socialism facing us. 

My active interest in this subject began several years ago with research 

at I conducted on the subject of property-tax exemptions and industrial- 
evelopment foundations. I enclose a copy of a paper which I presented before 
the annual conference of the National Tax Association held in Dallas, Tex., 
in November 1951—Recent Problems and Developments in Property-Tax 
Exemptions. 

In recent years a number of States have revised their statutes and a few 
States have even revised their constitutions in order to legalize and to expand 
their policy of subsidizing private industry and of enticing new industry away 
from other States by means of providing them with tax exemptions or tax 
concessions and other privileges such as those enumerated above, the most 
popular method today being the floating of revenue bonds for the construction 
of industrial plants and equipment and the leasing of such plants to private 
industry at low rentals. 

This expanded policy of State and local governments of subsidizing private 
industry has already reached the stage of a continuous economic war among 
our individual States. As evidence of this statement, I refer you to the annual 
message which Governor Roberts, of Rhode Island, delivered to his State 
legislature on January 1, 1952, in which he proposed that their “State set up 
a $1 million revolving fund to build new industrial plants as part of a plan 
to stop raids on Rhode Island industries by Southern States * * * as the first 
shot in an economic counterattack against the raids being made on our industries 
by certain States.” It is noteworthy that Governor Dever proposed a similar 
plan for the State of Massachusetts. There is an urgent need for the adoption 
of uniform tax-exemption laws by all the States of our Nation. 


SECTION 22 (B) (4) OF THE INTERNAL REVENUE CODE 


Over the past few years, more and more municipal governments have issued 
industrial development revenue bonds for the express purpose of financing the 
construction of plants and equipment for these new industries. Of importance 
to the members of this committee is the fact that the prospectus on such an 
industrial development revenue bond usually represents that the bond is a 
municipal, and that the interest is exempt from Federal income taxation unto 
the bondholder under section 22 (b) (4) of the Internal Revenue Code, which 
section provides that interest upon the obligations of a State, Territory, or any 
political subdivision thereof shall be exempt from Federal income tax. 

Congress enacted section 22 (b) (4) with the intent of assuring our individual 
States of their sovereignty and their ability to finance their essential govern- 
mental operations without having the interest on their obligations subjected to 
income tax by the Federal Government. It is my contention, however, that these 
industrial development revenue bonds are not entitled to the privilege of exemp- 
tion from income tax under section 22 (b) (4) for reasons that I shall develop 
later in this paper, and that they are in fact a studied attempt or plan on the 
part of certain municipal governments to subsidize private industry by means 
of taking undue advantage of section 22 (b) (4) thereby abusing its privileges 
to the detriment of our Federal Government and our system of private enterprise. 

In January 1946 the United States Supreme Court held that the State of New 
York was not immune from Federal tax on the State’s bottling of Saratoga 
Springs mineral waters, on the reasoning that the Congress may tax a State 
engaged in an enterprise in which the State competes with private industry, even 
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though the State’s sales have a relation to its conservation policy (State of New 
York v. United States, 46-1 U. 8. T. C. 9138). 

In recent years we have witnessed the inauguration of many authorities by 
our States and municipalities to carry on governmental functions such as the 
construction of bridges, tunnels, and turnpikes. However, a number of these 
authorities have increasingly expanded their activities into proprietary ventures 
in direct competition with taxpaying private enterprise, to the point where their 
industrial activities can no longer be ignored by the Congress, in view of their 
claim to the privileges of tax exemption for their bond interest. 

The increased issuance of tax-exempt authority bonds and revenue bonds in 
recent years when high surtax rates prevailed has caused too many persons to 
divert their investments from private industrial securities that are taxable into 
these tax-exempt securities which, although much less risky, rival in net return 
after taxes the yields of speculative industrial securities. The tax immunity of 
governmental officials’ salaries was abolished in the late 1930’s. It appears that 
the time has now come, from the standpoint of equity and economics as concerns 
our taxpayers and our Federal and State governments, that we end the tax 
immunity of quasi-governmental bonds by statute. 


THE DANGERS EXISTING IN MUNICIPALITIES SUBSIDIZING PRIVATE INDUSTRY 


United States Supreme Court decisions over the years have led us to the belief 
that it is illegal for any municipality to subsidize private industry, since it is not 
a public purpose or an essential governmental function. 

During the past 10 years, however, we have witnessed a great increase in the 
number of industrial development foundations formed throughout the country. 
These foundations are either public, semipublic, or nonprofit private corporations, 
their function being to advertise and to promote the industrial facilities of their 
city or State. Many of these foundations, however, have expanded their func- 
tions to the point where they are able to borrow and expend public funds in order 
to induce new industry to locate in their particular territory. 

It is my considered opinion that these municipal government plans for sub- 
sidizing private industry have already gone beyond the point of reasonableness, 
that they represent an unhealthy mode of competition among our State and 
municipal governments for new industry, and that these plans constitute a 
current threat to our system of competitive enterprise unless they are brought 
under control without delay. 

The private manufacturer who manages to get a municipality to construct a 
$500,000 plant for him by issuing industrial development revenue bonds, has re- 
eeived a number of unfair advantages over his taxpaying competitors: 

1. He has avoided the risk of investing his working capital in plant and 
equipment, 

2. He has reduced his interest expense and rental expense greatly, by trading 
on the municipality's credit and the tax immunity of municipal bonds. 

3. In most cases he has avoided the cost of local taxes on real estate and 
personal property. 

4. If a new publicly financed plant fails to earn enough to meet its rental pay- 
ments to the city, an underdeveloped community will probably not insist on the 
company meeting its rental terms if it threatens to close up. 

But what happens if this manufacturer should become insolvent? Does the 
average bondholder, who invests in these revenue bonds, realize that he cannot 
hold the municipal government responsible in the event of the manufacturer's 
bankruptcy and the bonds going into default? In the event of a major economic 
depression, we shall probably see a widespread default in these newly issued 
industrial development revenue bonds, with resulting impairment of the credit 
standing of these local governments. 

I helieve the time has come for the Securities and Exchange Commission to 
examine thoroughly into the advisability of subjecting these industrial develop- 
ment revenue bonds to its control and jurisdiction in order to protect the invest- 
ing public of our Nation. 


THE INDUSTRIAL DEVELOPMENT REVENUE BOND MOVEMENT 


There have been three periods in which our States and municipalities have 
been in financial difficulties. 

In the period of economic expansion between 1827 and 1837 the States financed 
the canal companies, railroad companies, and banks. In 1837, however, we wit- 
nessed the beginning of a financial depression with many of the canal com- 
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panies, railroad companies, and banks going into bankruptcy, with the result that 
the States were forced to defualt on their obligations. 

Following the Civil War, the State and municipalities issued bonds for the 

irpose of subsidizing railroads with tragic results when these railroad bonds 
vere defaulted, and municipalities throughout the country had to default on 
their bonds. 

In order to avoid these mistakes again, most States amended their constitutions 
to prohibit the lending of public funds for a private purpose. 

However, in the building boom period of the 1920’s the municipalities once 
igain loaned their credit to real estate developers with equally bad results as 
shown in 1933 in the defaulting of $2 billion bonds that had been issued by 
States and municipalities. 

Are we now headed for the same mistakes in public financing? The beginning 
of the current movement of States and municipalities, in issuing industrial 
development revenue bonds was in 1936 when the State of Mississippi enacted 
a law authorizing the issuance of such general obligation bonds. In 1938 the 
Mississippi Supreme Court held that the provisions authorizing the levy of taxes 
did not violate the due process clauses of the State and Federal Constitutions. 
And so the balance agriculture with industry program (BAWI) had its very 
beginning. 

Since the close of World War II, other States have decided to jump on the 
gravy train and to sell their tax exemption privileges to private industry, in- 
cluding Kentucky, Tennessee, Alabama, Louisiana, Illinois, and Texas. Their 
current policy of subsidizing private industry through issuing revenue bonds is 
greatly unfair to established industries which pay their equitable share of tax 
burdens. Their policy is in conflict with the basic principles of our taxing 
system—Equality of taxation for all property of the same class. Unless it is 
stopped promptly, this movement can only lead to state capitalism and then 
socialism. 

Mississippi 

At present, Mississippi is the only State which permits the issuance of general- 
obligation bonds to finance industrial construction, these industria] development 
revenue bonds being backed by the taxing power of the issuing municipality. 
In Alabama, Louisiana, Kentucky, and Tennessee, however, the municipalities 
are authorized to issue only the so-called revenue bonds. which are backed solely 
by the earning power of the private company. Although the bonds are issued 
as municipal bonds, their interest payments and their eventual redemption is 
dependent wholly upon the rental revenues paid by the company using the 
facilities. 

From 1988 to 1953, Mississippi municipalities issued general-obligation bonds 
for the financing of industrial construction of about 838 new BAWI plants. The 
ompanies thus aided by such bonds include: 


Alexander Smith, Inc., carpet manufacturers_____- $4, 750, 000 
Real Silk Hosiery Mills Soe Bie Satan tots 
Johns-Manville_ Ena 

Armstrong Tire & Rubber Co 7 : + tebe he =. aaa 
Scharff & Jones group____-----~-- . aes y , 000, 000 
, 600, 000 
, 500, 000 
W. S. Dickey Clay Manufacturing Co , 650, 000 
Ludlow Manufacturing & Sales Co-__---- . Li . * , 295, 000 


Textron, Inc., textile manufacturing... -_- 


The June 1953 BAWI Bulletin entitled “Mississippi Magic” makes the following 
statement “Mississippi today has 24 salesmen who are devoting their full time to 
knocking on the doors of eastern and midwestern manufacturers.” 

The BAWI Bulletin also reports that New York manufacturer, Dunmar Robes, 
Ine., of New York, has recently selected Lucedale, Miss., as the site for the con- 
struction of a $200,000 plant building to be financed under BAWT bond election. 

In the case of Albritton v. City of Winona (178 So. 799) the Supreme Court of 
Mississippi held that “This State in comparison with others has few such enter- 
prises (manufacturing plants) and it has long sought in vain to procure them 
by offering them special inducements, for example, exemption from taxation,” 
Tennessee 

In 1951 the Tennessee Supreme Court in the case of George J. Holly, Recorder 


et al. v. City of Elizabethton, Tenn., approved of the validity of that State’s 
Industrial Building Revenue Bond Act of 1951, thereby authorizing the city of 
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Elizabethton to issue $4 million of industrial building revenue bonds for the pur- 
chase of a site and the erection thereon of an industrial building for Textron, 
Inc. In deciding this case the Tennessee Supreme Court included the following 
opinion : 

“The promotion of the industry authorized by the hereinbefore mentioned 
provisions of chapter 137 is clearly of incidental public benefit to the municipality 
where such industry may be located, at least, to the extent that it will furnish 
employment to a substantial number of its inhabitants. It is then, at least 
incidentally for a public purpose, though it results in the promotion of and gain 
to a private corporation.” 

The Tennessee Industrial Planning Newsletter of September 1, 1952, reported 
the following example of municipalities using their public funds for private 
purposes: 

“Brown Shoe Co, is planning construction of a new $100,000 plant at Selmer 
to house its factory F now operating in that town. A 25,000-square-foot unit 
is to be erected initially, with eventual construction of 40,000 square feet con- 
templated, says the McNairy County Independent. The plant site was pur- 
chased by Brown Shoe and the town of Selmer and McNairy County will share 
in the cost of construction. Additional employment reportedly is planned after 
the expansion is under way.” 

On July 31, 1952, the citizens of Etowah, Tenn., voted in favor of an industrial 
revenue bond issue of $250,000 to be used for construction of a building for 
Blockson & Co. of Michigan City, Ind., which manufactures rubberized hair for 
the upholstery industry. 

The Tennesseee Industrial Newsletter of July 1, 1953, reports that “the Lux 
Clock Manufacturing Co. of Waterbury, Conn., announced plans for establishing 
a branch plant at Lebanon, Tenn., to manufacture alarm clocks. Lebanon will 
hold a referendum July 2 on a $250,000 industrial building revenue bond issue 
to finance erection of a building for the concern.” 

The Tennessee Industrial Newsletter also reported that the city of Clarks- 
ville, Tenn., will issue $2 million in revenue bonds for construction of a natural- 
gas-system lateral to connect with Tennessee Gas Transmission Co., pipeline, as 
well as the construction of a plant. Maryville, Tenn., was negotiating with a 
work-clothes manufacturer for the issuance of $200,000 revenue bonds to erect 
a new building for that company. 

It is noteworthy that Mr. B. E. Wooten, president of the Elizabethton Chamber 
of Commerce was quoted by the New York Times on November 26, 1951, as stating 
that: “Congress may revise the law to prohibit private industry from benefiting 
from the tax exemptions of cities. We want to get all the industries we can 
before this sort of financing is halted * * * We don’t believe Congress will seek 
to collect the taxes on those factories already established under this arrange- 
ment.” 


Kentucky 

On July 28, 1950, the Kentucky Court of Appeals in the case of #. P. Falconer 
et al. v. City of Danville approved of the right of the city of Danville to acquire a 
site and erect a building to be leased to a new manufacturer with the financing 
to be accomplished by the issuance of revenue bonds in the amount of $300,000. 

In January 1951 Bowling Green, Ky., issued $460,000 of these industrial plant 
bonds, and in July 1952 this city issued another $625,000 of these industrial devel- 
opment revenue bonds. 

In January 1952, Paris, Ky., sold $750,000 revenue bonds to finance the building 
of a factory to be leased to Detroit Harvester Co. 


Alabama 

In March 1952 Andalusia, Ala., issued $1,300,000 industrial development rev- 
enue bonds. 

In August 1952 Hamilton, Ala., issued $390,000 revenue bonds for Munsing- 
wear, Inc., of Minneapolis. 

In September 1952 the city of Florence, Ala., issued $1,300,000 industrial devel- 
opment revenue bonds for the construction of a new plant for Stylon Corp., of 
Massachusetts. 


Illinois 

The State of Illinois enacted its Industrial Building Revenue Act of 1951 
which permits its cities to acquire and lease buildings to private industry, but 
the bill was amended to require taxation of such properties. 
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Oklahoma 

In May 1951 the State Legislature of Oklahoma enacted the Establishment of 
New Industries Act to attract new industry to that State, but its Attorney Gen- 
eral ruled that the act was illegal in that it violated the due process clauses of 
our State and Federal constitutions. 


Rhode Island 

In Rhode Island a bill was introduced in the State legislature in 1952 to create 
an industrial development corporation that would have the power to acquire 
industrial sites, construct industrial buildings thereon and lease them to private 
industry and to appropriate $1 million from public funds to enable the State 
to purchase all the stock of such corporation. To date, this bill has not been 
enacted. 
Massachusetts 

A bill similar to that introduced in Rhode Island was also introduced in the 
Legislature of Massachusetts, but has not been enacted. 


Maine and New Hampshire 

These States have authorized the creation of privately-financed and operated 
State and local credit development corporations to provide credit for private 
industries that they cannot obtain through private banks. 


Louisiana 

In 1952, the Louisiana Legislature enacted legislation authorizing any county 
or municipality to issue negotiable bonds to acquire industrial plant sites and 
to construct industrial plants in order to encourage new industry within their 
boundaries. 

In 1949 the city of New Orleans, La., issued $15,000,000 revenue bonds for the 
purpose of financing a railroad passenger terminal in that community. This 
terminal is operated jointly by the municipality and nine railroads under an 
arrangement whereby the railroads pay the city a rental in the amount of the 
latter's expenditures for maintenance, interest on the tax-exempt bonds, and 
amortization. 

The total cost of construction was estimated at $18 million to which the various 
railroads were to contribute $3 million, the remaining $15 million to be raised by 
the revenue bonds. 

At the close of the first 50-year period of the lease, the annual rental will be 
revised to a so-called normal rental consisting of maintenance costs plus an 
amount equal to the ad valorem taxes on the property. 

It appears that the essential purpose of the New Orleans project is to provide 
a profit for the railroads who will pay a rental that will only cover the interest 
and amortization of the bonds and maintenance expenses, thereby saving the rail- 
roads the difference between the higher rate of interest which they normally pay 
on their own taxable bonds and the lower rate of interest on tax-exempt revenue 
bonds issued by the municipality. These bonds are not the general obligations 
of the city. They are secured only by the terminal and its rental income. 

Texas and New Mexico 

The town of Lindale, Tex., is contemplating an early election to authorize $8 
million revenue bonds for the construction of a steel plant mostly. This town has 
only 1,200 residents. 

The town of Raton, N. Mex., had a bill introduced in the legislature that would 
authorize the town to issue up to $3 million revenue bonds for the construction 
of a pressboard factory. 

Lf we continue to grant the privilege of income-tax exemption to these industrial 
development revenue bonds, it will seriously impair the tax revenue of the Federal 
Government. In addition to the loss of tax revenue from bond interest, the 
National Government will lose additional revenue from accelerated depreciation 
and rental expense deductions by the lessee manufacturer that he will take on his 
income-tax returns. 

A publication reported the following in September 1951: 

“Textron, Inc., led the way in using tax exemption of foundations and later 
Puerto Rico to get maximum mileage out of its profit dollars. Now, it is hitch- 
hiking on the tax exemption of the municipality of Elizabethton, Tenn. Eliza- 
bethton will issue $4 million tax-exempt revenue bonds and build a $7,800,000 
plant for Textron. Textron will pay rent of $1,560,000 for 5 years. Thus, the 
plan can be paid for in 5 years with excess-profits-tax dollars, Then, Textron 
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has an option to renew the lease for nine periods of 5 years each, at an annua! 
rental of only $35,000.” 


INDUSTRIAL DEVELOPMENT REVENUE BONDS ISSUED BY THE CITY OF FLORENCE, ALA. 


I wish to cite the following typical example of revenue bonds. On September 1, 
1952, the city of Florence, Ala., issued $1,300,000 5-percent first-mortgage indus 
trial development revenue bonds. The prosnectus on these bonds stated that the 
proceeds of these bonds will be used by the city of Florence, Ala., “for the purchase 
of lands and for the construction of buildings and the purchasing of equipment in 
accordance with the plans and specifications prepared by the Stylon Corp. and 
approved by the city * * *,” and the prospectus also states that “* * * the 
principal and interest on said bonds shall be payable solely out of the revenues 
derived from the leasing of the premises which the bonds are issued to finance 
These bonds and interest coupons do not constitute an indebtedness of the munict- 
pality within any provision of the Alabama State constitution or statutes or a 
charge against its general credit or taxing powers * * *.”” The prospectus further 
represents that “* * * Interest is exempt, in the opinion of counsel, from all 
present Federal income taxes * * *.” 

It should be noted that the Stylon Corp. is a manufacturer of ceramic floor tile 
formerly located in Milford, Mass. 

The members of this committee will probably be surprised to learn that the 
prospectus on these Florence, Ala., revenue bonds (which are represented as 
municipal government bonds) contains the following convertible feature on page 
4 thereof: 

“Proposed exchange offer by Stylon.—Stylon Corp., has agreed that on Septem 
ber 1. 1953 it will offer to exchange 500 shares of its common stock, par value $1 
per share for each $1,000 bond which offer will be good until August 31, 1958. 
After that date and from September 1, 1958, to August 31, 1963, it will offer 338 
shares of its common stock for each $1,000 bond; from September 1, 1963, to 
August 31, 1968, it will offer to exchange 250 shares of its common stock for 
each $1,000 bond: and from September 1, 1968. to the maturity date of the bonds 
it will offer to exchange 200 shares of its common stock for each $1,000 bond. 
Prior to making such offer Stylon will cause to become effective a registration 
statement under the Securities Act of 1983 and will deliver a copy of the statutory 
prospectus required under said act to each bondholder.” 

The New York Times, in reporting on this new bond issue that is convertible 
into common stock of Stylon Corp. stated: “Proceeds of the bond offering will be 
deposited by the city in a special fund to be held in trust and used to buy land, 
construct buildings, and purchase equipment in accordance with plans prepared 
by Stylon and approved by the city. Rental cost will be $82,000 annually and 
the agreement gives the company an option to renew for an additional 25 years 
ata nominal rental after the first 25-vear rental period.” 

The New York Herald Tribune reported that this Florence, Ala., bond issue 
“will enable Stylon Corp., to save somewhere between 10 and 12 percent in 
operating expenses because of lower fuel and labor costs, greater accessibility 
to raw materials and markets.” 

The New York World-Telegram and Sun had this report to make in its news- 
paper issue of August 7, 1952: 

“One of the newer developments in financing industrial growth is pushed to 
the foreground today with the announcement of an agreement to raise more than 
$1 million for the city of Florence, Ala., so that it, in turn, ean build a manu- 
facturing plant for the Stylon Corp., makers of ceramic tile * * * Two important 
factors are involved in this deal. One is a method by which investors who buy 
these bonds can escape the payment of taxes and the other is a desire on the part 
of cities, particularly in the South, to attract industrial operations. Both are 
legitimate, and apparently also both are legal. 

“In the background of this development are laws enacted by several States, 
including Alabama, permitting this sort of financing. Also in the background 
has been a determination on the part of municipal bond underwriters generally 
to thwart this attempt to avoid the payment of Federal income tax laws on 
earnings indirectly produced by corporate earnings. But this roadblock which 
may now be in the process of destruction probably was not built on such noble 
principles. The municipal bond dealers have been fearful that all municipal 
bonds would lose their tax-exemption feature if this type of financing became a 
common practice. Moreover, such bonds would come into direct competition 
with those upon which their businesses have been built * * *.” 
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I have submitted the above summary of the Florence, Ala., industrial develop 
ment revenue bonds as a concrete example of the seriousness of this question 
of industrial development revenue bonds, and the need for amending section 
22 (b) (4) of the Internal Revenue Code so as to clarify its concept and to subject 
to income tax beyond doubt the interest on these questionable bonds, since 
they are not bona fide municipals. 


ARGUMENTS IN FAVOR OF TAXING INTEREST ON INDUSTRIAL DEVELOPMENT REVENUS 
BONDS 


It may be of interest to note that in response to my request the Commissioner 
of Internal Revenue issued an informal ruling on September 23, 1952, wherein 
he stated that “* * * it is held that the interest on the city of Florence, Ala., 
5 percent first mortgage industrial development revenue bonds, which are dated 
September 1, 1952, and are due serially September 1, 1954-77, is exempt from 
Federal income tax under the provisions of section 22 (b) (4) of the code.” 

On March 15, 1953, I submitted a brief to the Commissioner of Internal Revenue 
in which I contended that the above ruling was in error and that there should 
be substituted therefor a corrected ruling to the effect that the interest income 
on these revenue bonds is properly subject to Federal income taxation. Most of 
the arguments which I presented in my brief on the Florence, Ala,, bonds apply 
equally to other industrial development revenue bonds that have been issued 
in recent years. 

Section 22 (b) (4) grants the privilege of tax exemption to the interest earned 
on bona fide municipal and State obligations. But these new industrial develop- 
ment revenue bonds do not qualify for the privilege of tax exemption under the 
revenue code for the following reasons: 

1. These industrial development revenue bonds are issued for a proprietary 
purpose and not for a public purpose or for an essential governmental function as 
defined by section 22 (b) (4). 

2. The primary objective of these revenue bonds is to enable the manufacturers 
to earn a larger profit in a commercial enterprise and thus to compete unfairly 
with other taxpaying private corporations. 

3. Aside from Mississippi, most State constitutions prohibit their municipal 
governments from subsidizing private industry by pledging their credit or taxing 
power. Thus, in most cases, the municipal government does not lend its faith 
or credit or taxing power, nor does it have any pecuniary liability whatsoever, 
with the resulting conclusion that these industrial development revenue bonds 
are really commercial bonds with a fictional municipal veneer. Our courts have 
always held that we must look to the substance rather than to the form under 
which these bonds were issued. 

4. The bondholder cannot look to the municipal government for security. His 
only security is the rental income that the manufacturer will pay to the city, 
the industrial real estate, and the financial stability of the manufacturer. 

5. The manufacturer is in effect trading on the tax exemption credit of the 
municipal government. In other words, the city is selling its income tax exemp- 
tion privileges to the private corporation. 

6. The United States Supreme Court has ruled in tax cases involving the 
States of New York, South Carolina, and Ohio that “* * * Whenever a State 
engages in a business of a private nature it exercises nongovernmental functions, 
and the business though conducted by the State is not immune from the exercise 
of the power of taxation which the Constitution vests in Congress.” 

7. If our Federal Government were to extend the privilege of tax exemption 
unto the interest on these industrial development revenue bonds, it would be in 
contravention of public policy: 

(a) It would amount to discriminatory taxation, since it would force remain- 
ing taxpayers to shoulder an inequitable share of the Federal income-tax burden. 

(b) It will serve to encourage local governments to subsidize private industry 
at the expense of other municipal governments and State governments and other 
taxpaying private corporations. 

(ec) It violates the equal protection clauses and the due process clauses of 
our Federal Constitution. 

8. I fear that in the event of a major economic depression, we shall probably 
see a widespread default in these newly issued industrial development revenue 
bonds, with resulting impairment of the financial capacity and credit of these 
municipal governments. 
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9. Our Federal Constitution, in article XIV, section 1, prohibits the taking of 
property without due process of law. The taking of property for a private pur- 
pose and not a public purpose is not due process, even though it may be taken 
through taxation. 

10. An industrial expert has estimated that “an industry operating Missis- 
sippi’s B. A W. I. plan can increase its net profit margin almost 100 percent, 
giving such industry a sharp competitive advantage over other types of opera- 
tions. This is because under Mississippi’s exclusive and original B. A. W. I. plan, 
political subdivisions are authorized to vote bonds to purchase plant sites and 
construct buildings for lease to new and expanding industrial enterprises.”— 
Quoted from June 1953 issue of Mississippi Magic—The B. A. W. I. Bulletin. 

11. If the privilege of tax exemption is granted to the interest on these in- 
dustrial development bonds, it will seriously impair the revenue of the Federal 
Government. In addition to the loss of tax revenue from the bond interest, the 
National Government will lose tax revenue from accelerated depreciation and 
rental expenses that will be deducted by the manufacturer on his income-tax 
returns. 

12. The Investment Bankers Association, the Municipal Finance Officers Asso- 
ciation, The American Bar Association’s section of municipal law have all made 
public their adoption of resolutions within the past 2 years to the effect that it 
is contrary to the interests of local government units and to sound public policy 
for such local government units to issue their obligations to provide industrial 
plants or factory facilities for the direct benefit of private industry. 

13. The Chamber of Commerce of the United States makes the following state- 
ments in its Book of Policy Declarations issued in July 1952 (p. 10) on the sub- 
ject of Government competition: 

“Basic Principles. Any invasion by government into the area of private enter- 
prise weakens the foundation and threatens the existence of a free economy. 
Accordingly, governments, Federal, State, and local should not engage in any 
business or activity which can be conducted by private enterprise. The ac- 
counts of government agencies engaged in competition with private enterprise 
should be audited annually by reputable independent professional accountants 
and the reports of their audits should be made public. 

“State and Local Financial Aids: Municipal or State credit or cash should 
not be employed to finance the purchase of land and the construction of buildings 
or equipment for lease to or use by private enterprise engaged in manufactur- 
ing products that flow in interstate commerce. Such practice places industry, 
financed through regular private or commercial channels, in an unfair competi- 
tive situation and may result in the dislocation of established industrial areas.” 

May I also note that, to date, the Commissioner has not issued the ruling which 
I have requested to hold that the interest on the Florence, Ala., revenue bonds 
is not exempt under section 22 (b) (4) of the Internal Revenue Code. 


INDUSTRIAL DEVELOPMENT REVENUE BONDS ARE NOT ISSUED FOR A PUBLIC PURPOSE 


It has long been established that a municipality is not engaged in the further- 
ance of a public purpose when it finances directly or indirectly a private cor- 
poration. In order to find a public purpose it is not enough to say that such 
financing by the municipality brings incidental benefits to the community by 
way of added prosperity, decrease of unemployment, et cetera. The United States 
Supreme Court disposed of the incidental benefit argument in the case of Citi- 
zens’ Savings & Loan Association v. Topeka in 1875 (20 Wall. 655, 22 L. Ed. 455) 
in its decision that: “* * * * If it be said that a benefit results to the local public 
of a town by establishing manufacturers, the same may be said of any other 
business or pursuit which employs capital or labor. The merchant, the banker, 
the builder, the steamboat owner are equally promoters of the public good and 
equally deserving the aid of the citizens by forced contributions. No line can 
be drawn in favor of the manufacturere which would not open the coffers of the 
public treasury to the importunities of two-thirds of the businessmen of the city 
or town.” 

There is a solid wall of authority opposing the use of public funds for the 
encouragement of private industry. The actual extension of industrial financing 
programs has resulted in cities bidding against one another in their efforts to 
attract new plants, by expanding their degree of subsidy. 

In State v. Town of North Miami (59 So. 2d 779 (1952) ), the Supreme Court of 
Florida ruled: “The financing of private enterprise by means of public funds is 
entirely foreign to a proper concept of our constitutional system. Experience 
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has shown that such encroachments will lead inevitably to the ultimate destruc 
tion of the private enterprise system.” , 

The constitutional basis for tax immunity to a State or local government is 
that it is necessary protection to its continued existence as a sovereignty. How- 
ever, to attain that end it is dangerous if not illegal for us to confer upon a mu- 
nicipal government a competitive advantage over private persons or private cor 
porations 1n carrying on proprietary ventures. 


THE PORT OF NEW YORK AUTHORITY AND THE SHAMBERG CASE 


rhe Commissioner’s recent ruling approving of income tax exemption for the 

terest on the Florence, Ala., industrial development revenue bonds was based 
pon the Shamberg case (144 F. 2d 998-1944) which case involved the interest on 
Port of New York Authority bonds. It should be emphasized, however, that 

oughout the majority opinion of the Shamberg case, the United States Cire 
Court of Appeals indicated that the tax exemption of the bond interest flows 
from the public purpose for which the bonds were issued. It is quite clear that 

e court would have found the interest on the Port of New York Authority bonds 
to constitute taxable income unto the bondholder if the court had decided that 
the bonds were not issued for an essential Government function or for a public 
purpose. And it follows that if industrial development revenue bonds are not 
issued for a public purpose, the interest on such bonds should not enjoy immunity 
from Federal income tax, since it is held that a tax exemption that is grants 
mproperly amounts to a donation of public funds as well as discriminatory 
taxation, 

In the Shamberg case of 1944, Mr. Justice Frank submitted a forceful dis 
senting opinion, Commenting that when the statute was enacted in 1913 there 
existed no public authorities as such, so that neither the Congress nor the 
Treasury Department nor the Attorney General could at that time discuss tl 
peculiar problems surrounding the Port of New York Authority which wa 
nstrumentality of the States of New Jersey and New York set up as a u 
corporation in 1921 for the specific purpose of developing the New York 

a. Justice Frank concluded ‘Thus, we have no unambiguous authoritat 

aration—legislative, judicial, or administrative—to sustain my colleagi 
decision.’ 

The Secretary of the Treasury issued the first tax exemption regulation in 1914 
in which he defined the term political subdivision within the meaning of tax 
exelmption to denote “any division of the State which is either a municipal cot 
poration to which has been delegated the right to exercise purt of the sovereign 
power of the State.” 

Mr. Justice Frank in maintaining throughout the Shambere case that the 
activities of the Port of New York Authority must be strictly governmental 
business stated that in his opinion “The statute does not * * exempt interest 

bonds like those of the authority. Neither then does the regulation, if so 
construed as to stay within the statute.” 

It is noted that the Port of New York Authority is a municipal corporate in 
strumentality of the States of New Jersey and New York, created with the con 
sent of the Congress by the compact between the two States on April 30, 1921. 

Mr. Justice Frank argued that the Port of New York Authority had the at- 
tributes of a privately owned public-utility corporation and that “no important 
sovereign powers of the States have been vested in the port authority, none 
sufficient so to distinguish it from an ordinary public utility company operating 
bridges and tunnels as to warrant a decision that it is a political subdivision of 
the States * * *.” And he went on to refer to the written opinion of the port 
authority’s learned general counsel which states that “The immunity * * * 
cannot be cabined within the term ‘political subdivision’ either by regulation 
of the Treasury or an act of Congress. If an attempt is made to tax the bonds 
or revenues of the port authority, the question before the Court will not be 
whether it is a political subdivision within the meaning of the regulations of 
the act, but whether the functions burdened by the tax are of a type immune 
from taxation. * * * There is no reason to believe that the Supreme Court of 
the United States will at any time countenance the destruction of the essential 
sovereignty of the State through Federal taxation of revenues or the borrowing 
power of the State, its political subdivisions, or public instrumentalities.”’ 

Mr. Justice Frank emphasized the fact that the States of New Jersey and New 
York had organized the Port of New York Authority by contributing to it about 
10 percent of the cost of its properties, the bulk of the investment having come 
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from money borrowed by the corporation through its own corporate bonds. The 
instruments under which the authority was formed expressly prohibit it from 
levying taxes or pledging the faith or credit or taxing powers of the two States. 
And so, Justice Frank reasoned: “Since the States successfully took every pre- 
caution to see that these bonds are not State obligations, I think it flatly contra- 
dicts the wording of the act to hold that nevertheless they are State obligations.” 

He also stressed the fact that “the authority engages, pursuant to the compact 
in certain activities relating to the development of the port; but they represent 
a negligible portion of the authority’s total activities; in 1941, a typical year, 
only 0.47 percent of its revenues were expended thereon, * * *” And he con- 
cluded “if this very utility corporation, the authority, had originally been pri- 
vately owned, or if the States now sold their 10-percent investment in it to 
private persons, this company would surely not be a political subdivision.” 

In the above vein, Judge Frank argued that the interest on the Port of New 
York Authority bonds was taxable unto the private bondholder. 

It is unfortunate that we have never had the benefit of the wisdom of the 
United States Supreme Court on the dissenting opinion of Mr. Justice Frank, since 
the Supreme Court denied certiorari. 

Within the past 3 years the Port of New York Authority has been criticized 
for offering tax-exempt facilities at Newark, Teterboro, and international air- 
ports for lease to private concerns. The authority has also engaged in the ware- 
housing husiness in Newark. The Metropolitan Motor Carriers Conference, Inc., 
also criticized this authority for constructing an $8 million truck terminal in 
Newark with “plans to come into the city of Newark to compete with local truck- 
men, with a kind of competition which will mean bankruptcy for some and re- 
duced business for all, because no private concern can compete with government 
in business.” 

We are also informed that the Port of New York Authority granted a conces- 
sion for a golf course at Newark Airport, and proceeded to purchase $10,000 
worth of television time and other advertising to ballyhoo the pleasure of golfing 
at the airport concession. 


NEW YORK SARATOGA SPRINGS CASE 


State of New York and Saratoga Springs Authority v. United States (326 
U. S. 572), which is the latest case considered by the United States Supreme 
Court, is very much in point, holding that the activity of the State of New York 
in bottling and selling mineral waters from State-owned springs was taxable by 
the Federal Government under general excise laws. The following principles 
were set forth by our highest Court in the Saratoga Springs case: 

“Since all taxes must be laid by general], that is, workable rules, the effect of the 
immunity on the national taxing power is to be determined not quantitatively, 
but by its operation and tendency in withdrawing taxable property or activities 
from the reach of Federal taxation. Not the extent to which a particular State 
engages in the activity, but the nature and extent of the activity by whomsoever 
performed is the relevant consideration.” The Supreme Court thereupon con- 
cluded that “The Constitution neither requires immunity of the State’s mineral 
water business from Federal taxation nor denies to the Federal Government the 
power to lay the tax.” 

UNION TERMINAL IN NEW ORLEANS 


As noted earlier in this paper, the city of New Orleans, La., issued $15 million 
revenue bonds in 1949 for the purpose of financing the Union Terminal, a railway 
passenger terminal in that community. This terminal is operated jointly by 
the municipality and 9 railroads under an arrangement whereby the railroads 
pay the city a rental over a 50-year period in the amount of the latter’s expendi- 
tures for maintenance, interest on the tax-exempt bonds and amortization. 

These bonds are not the general obligations of the State or any political sub- 
division thereof, but are secured only by the terminal property or its revenues. 

In my opinion, the city’s role in the railway’s project is more a matter of 
form rather than of substance, Its ownership is not real, for the capital is pro- 
vided by the railroads and by the revenue bonds, which are not the general obli- 
gations of the city. The city of New Orleans assumes no pecuniary liability, but 
merely lends its name for the purpose of getting the bonds issued. 

On March 15, 1949, the Commissioner of Internal Revenue submitted an in- 
formal ruling by letter (CC:I:FGB, A-432940) on the Union Terminal in New 
Orleans in which he stated in part: 
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“Since * * * the statutory exemption provided by section 22 (b) (4) of the 
Internal Revenue Code extends to interest on obligations of a State or political 
subdivision thereof without qualification as to the purposes for which the pro- 
ceeds of such obligations are to be used, the tests as to the constitutional im- 
munity of the States from Federal taxation contained in South Carolina v. United 
States, supra, and other decisions to which you refer appear inapplicable.” 

Based upon the authority of the Saratoga Springs case (326 U. S. 572), it is 
my opinion that the interest on these New Orleans railway revenue bonds are 
properly subject to Federal income taxation. We must look to the activities in 
which the States have traditionally engaged as functions that are essential to 
their continued existence, essential to their sovereignty, as marking the boundary 

f restriction upon the Federal Government’s taxing power. 


CONCLUSIONS 


These expanding adventures of our municipal governments and authorities into 
proprietary functions in recent years, in direct competition with private enter- 
prise, lead us to the inevitable conclusion that it is incumbent upon our Congress 
through its House Ways and Means Committee to inquire extensively into these 
yroblems at this time and to amend section 22 (b) (4) of the Internal Revenue 
Code with the view to clarifying this section so as to subject to Federal income 
taxation without question the interest on these industrial development revenue 
bonds as well as the interest on the obligations of authorities which engage in 
proprietary ventures and which do not pledge the faith or credit or taxing power 
of their State or municipal governments, 

Mr. Lester Gulick has defined an authority as “a governmental business corpo- 
ration set up outside of the normal structure of traditional government so that 

can give continuity, business efficiency, and elastic management to the con- 
struction or operation of a self-supporting or revenue-producing public enter- 
prise. * * * In this county, the authorities are mainly concerned with port de- 

elopment, toll bridges and speedways, public housing, terminals, rural banking 
and municipal water and sewer systems.” 

In recent years our State and local governments have deemed it necessary to 
set up turnpike authorities, sewer authorities, parking authorities, school build- 
ing authorities, transportation authorities, and other authorities for toll bridges 
and tunnels and roads, port and airport facilities, and other revenue-producing 
facilities. 

Since our State and local governments are granting more and more of their 
functions to these new instrumentalities for one reason or another, the basic 
questions facing Congress and your committee today are: 

(1) Are we establishing too much authoritarian government as a new level of 
government, and are we getting away from our tradition of representative govern- 
ment in the administration of our State and municipal affairs? And, will this 
trend lead us into state capitalism and socialism? 

(2) Shall Congress permit the continuation of these abuses of the tax-exemp- 
tion privileges that are contained in section 22 (b) (4) of the Internal Revenue 
Code to the detriment of our Federal Government and our system of private 
enterprise? 


The Cuairman. Our next witness is Mr. John Weber III, accom- 
panied by Mr. M. O. Ryan, appearing on behalf of the American Hotel 


Association. 
Mr. Weber, the committee is very glad to have you here. 


STATEMENTS OF JOHN WEBER III, WAUKESHA, WIS., AND M. 0. 
RYAN, APPEARING ON BEHALF OF THE AMERICAN HOTEL 
ASSOCIATION 


Mr. Wezer. Thank you, Mr. Chairman. I shall try to be brief, be- 
cause I know you are pressed for time. 

The Cuairman. Are you a constituent of Congressman Byrnes? 

Mr. Wepser. No; Congressman Davis. 

The Cuamman. In either event, you are well represented here. 

Mr. Wezer. Thank you. 
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Mr. Chairman and gentlemen of the committee, I am John Weber 
III, proprietor and coowner of the Avalon Hotel, Waukesha, Wis. 
It is aia my honor at this particular time to be serving as chairman 
of the smaller hotels committee of the American Hotel Association. 
Our national organization represents approximately 70 percent of the 
hotel rooms of America, and approximately the same percentage of all 
our hotels are classified as smaller hotels, possessing 100 rooms or less. 

For myself, and for the hotel industry, I bespeak our gratitude over 
the oppo tunity to appear before you and discuss briefly a problem 
which confronts us. It involves tax- exempt organizations which are 
openly competing, for profit, with taxpaying estab lishments, offering 
food, beverage and in baa cases lodging to the general public. In 
many communities over the country this type of competition is imping 
ing upon legitimate hotels and restaurants to a point where the con- 
tinued solvency of many establishments is threatened. 

Our industry was the sole witness to complain of this type of unfair 
competition, in food and beverage sales, in the 1950 hearings before 
your committee. And I do wish to acknowledge, on behalf of the 
hotels of America, sometimes referred to as the Nation’s seventh largest 
industry, the extremely helpful position which your committee took 
in recommending an amendment to the revenue code to provide that 
certain organizations shall be held taxable on so-called unrelated busi 
ness activity. This was a bona fide beginning toward a cure for the 
unfair practices which had developed over the country. 

The 1950 act makes the corporate income tax applicable to income 
received from a— 
trade or business the conduct of which is not substantially related * * * to the 
exercise or performance by such organization of its charitable, educational, « 
other purpose or function constituting the basis for its exemption under section 
101 * * *, 

Unfortunately, Congress did not at that time deal with the entire 
problem, The 1950 act subjected to tax only those organizations which 
( fate d general exemption under subdivisions (1), (6), (7), and (14 
of section 101 of the Internal Revenue Code, excepting be In 
general, this meant organizations such as horticultural and labor 
organizations, religious, charitable, and educational organizations 
(except churches), trade associations, and organizations whose re- 
ceipts went to one of the foregoing organizations. This left untouched 
the numerous other organizations which claimed exemption from taxa- 
tion under other subdivisions of section 101 such as social clubs, fra- 
ternal organizations, cooperatives, and so forth. There appears to be 
no reason in logic why all tax-exempt organizations should not be 
subjected to the same test, name ly, if they dev iate from their basic pur- 
pose and engage in commerce or business, they should be placed upon 
equal terms taxwise with ordinary business concerns. This can be 
accomplished by extending the scope of section 421 to cover all 
organizations otherwise exempt from tax under section 101. 

In addition to acknowledging your committee’s leadership in 
formulating an approach to this ] sroblem, I do want to report that the 
Exempt Organizations De nalttine nt of the Bureau has been most co 
operative and most helpful in exploring with the hotel industry the 
boundaries of this problem. 

I do not wish to appear before you in the light of a selfish critic 
of fraternal, religious, or social organizations. I have every reason to 
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their communities, as are men in other lines of business. And I am 
ure that none of us wish to criticize an organization, which enjoys 
\x exemption, for an occasional activity designed to raise funds for 
me charitable enterprise. These are laudable activities, and con- 
bute much to the welfare of any community. It is only in those 
‘ases where the tax-exempt corporation openly and flagrantly bids for 
uublic patronage, for profit, that we contend that it comprises unfair 
petition. We have discussed with the Bureau of Internal Revenue 
the question as to what constitutes “frequently.” Here again, we have 
ed to be fair, and have not contended that 3 or 4 functions a year 


: 
| believe that hotelmen are just as active in this type of organization, 


omprise flagrant abuse of propriety. But where an organization 
openly advertises for business, or cate) to numerous functions 


roughout the year, we contend that that is patently a violation of 
the frequency test upon which the statute now relie 

We are a little unhappy about one aspect of the program as it now 
exists. That springs from the fact that we are asked to be informers. 
| some particular city, for instance, the Bureau tells us that they 

not investigate organization X until we recite specific instances 
re that organization has catered to public groups, unrelated t 
membership, with a frequency calculated to make them amenab le 

he income tax. Naturally, our hotelmen do not relish this sale 

We do feel that the Bureau mi 

the problem, rather than 
tigating. 

Government figures, springing from the Office of Price Administra 

and the Office of Price Stabilization, show that restaurants and 
otel: combined do a total food and beverage business of approxi 
itely $10 billion annually. Af, as the Treasury implies, 5.5 percent 

of these consumer expe nditures were channeled into the busi esstype 
receipts of exempt Seed this would mean $550 million of 
food and beverage business was going to tax-exempt establishments. 

If these sales were made by private business establishments, and sub 

cted to income tax, tens of millions of dollars of Federal tax receipt 

ould be involved. 

Asa result of congressional action in 1950, reculations were drawn 

the Bureau in 1951 compelling certain 101 organizations to report 
their unrelated business activities to the Bureau. <A special form, 
990-A, was developed for this purpose. An analysis of these reports 
should provide a good insight into the total volume of unrelated 
business currently being transacted by tax-exempt establishments. 
But the Treasury has not yet divulged any breakdown, or figures, 
revealing totals involved. Helpful information from this source 
hould be available soon. 

Norman A. Sugarman, Assistant Commissioner of Internal Revenue, 
stated last year, before the House Select Committee To Investigate 
‘Tax-Exempt Foundations, that this situation is made ven more dis- 
riminatory when— 


ht devise a more energetic approach 
‘p naing on businessmen to do the 


or 
de 


Exemption from income tax carried with it exemption from personal holding 
company and excess-profits taxes. Elective treatment is also provided such 
organizations as to whether they and their employees will be subject to the social- 
security taxes, and they are exempt from the Federal unemployment tax. 
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Heretofore the testimony reveals that witnesses who appeared be- 
fore your committee, and who have admitted being exempt under sec- 
tion 101 of the revenue code, have been quick to admit that they are 
paying city and State taxes in those localities in which they operate. 
It would thus seem that they should be subject to Federal levies as 
well. 

We strongly urge that the existing levies made under current tax 
laws on private business establishments should be made fully appli- 
cable to that part of the income of all nonprofit organizations repre- 
senting commercial activities unrelated to the purposes for which 
their charters were granted. Especially do we feel strongly about 
such organizations as fraternal, (3) and social organizations, (9) 
which were not included in the 1950 amendments. These groups seem 
to be the worst violators. In many communities they openly adver- 
tise as caterers to luncheons, banquets, cocktail parties, receptions, 
weddings, even offering to serve convention groups. We do not deny 
them the right to indulge in this type of business if they wish, but 
they certainly are not entitled to be shielded from the income tax on 
that type of business which is clearly foreign to any purposes for 
which they were organized. 

Hotels today bear an unprecedented burden in the form of local, 
State and Federal taxes. As an example, a highly trustworthy source 
in our business reports that in a group of hotels, represented in 7 dif- 
ferent cities, the Federal taxes alone for 1952 equaled $1.76 per room 
per day. That was a part of the fixed overhead pay day, whether the 
room was rented or empty. Do you wonder that we are unable to 
compete with tax-exempt establishments ? 

I have some exhibits, Mr. Chairman, which will justify the state- 
ments I have made. 

The CuHarmman. Without objection you may insert the documents 
in the record at this point as a part of your remarks. 

(The statements referred to follow:) 


EXAMPLES OF TAX-EXEMPT ESTABLISHMENTS BIDDING FOR PuBLIC PATRONAGE 


Elks Club advertisement, Valparaiso, Ind., June 18, 1953: “Fish Fry Friday, 
5:30 to 10 p. m.—Bring the family and guests.” 

Moose Hall, Valparaiso, Ind., June 18, 1953: “Come—EHat Deliciously Fried 

ish, Shrimp, Steak, every Friday nite—Public Invited.” 

The Legionnaire, Ohama, Nebr., an illustrated edition, July 10, 1953, carries 
picture on page 5 with subhead reading: “Four girls from Northern Natural Gas 
Co. are among that firm’s employees who are regular noon diners in the Palm 
Garden” at the Legion Club. 

Albuquerque, N. Mex., hotels report that the Albuquerque Country Club, the 
Shriners’ Fez Club, the Knights of Columbus Hall, the Skyline Country Club, 
and two veterans’ are all booking functions for large groups, in- 
cluding conventions, in ope n competition with hotels and restaurants. 

Augusta, Maine, Country Club reports in its bulletin of June 24, 1953, that it 
played host to the Kennebec Bar Association and similar convention groups which 
held cocktail parties and meal functions at the club. The American Legion Club 
in Augusta, Maine, on March 24, 1953, served a banquet for Maine State em- 
ployees. 

The Auburn, Maine, YMCA caters regularly to the weekly meetings of the 
Auburn-Lewiston Kiwanis Club and other civic and business organizations. 

Kenwood Golf and Country Club, Bethesda, Md., in a bulletin to members 
dated June 29, 1953, advertises: “Our facilities provide private rooms whether 
you are entertaining 10 or 200 or more.” 

The Janesville, Wis., YMCA advertises, February 11, 1953: “Full course din- 
ners—Whether it’s a lunch or a dinner you and the whole family will enjoy the 

’ cafeteria more every time you dine here.” 
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A very detailed report from the Hawaiian Islands reveals the fact that the 
Commercial Club, the Elks Club, the Oahu Country Club, the Pacific Club, the 
\rmed Forces YMCA, the YWCA, and similar groups all cater to public functions, 

(he Elks Club in Milwaukee entertained February 6, 1953, the Wisconsin 

imni Association of Milwaukee, at a dinner. Similarly, Texas Co. officials 

om three States were served a dinner at the Elks Club of Milwaukee, June 9, 
1953. The Milwaukee Sentinel of May 7, 1953, reports that the City Club in 
Milwaukee was the scene of an annual banquet for the American Institute of 
Electrical Engineers. The Milwaukee Elks Club on May 38, 1952, housed the 

ith annual conference of the Industrial Relations Association of Wisconsin. The 
Wisconsin Club on February 7, 1953, served the annual board dinner for the 
Milwaukee Real Estate Board. The Milwaukee Sentinel on March 4, 1053, re- 

ts that the Elks Club served the annual banquet for the officers and members 
the Milwaukee Traffic Club. 

The Milwaukee Elks Club also served a banquet on February 14, 1953, for the 
Milwaukee Optometric Association, 

In Oshkosh, Wis., hotels and restaurants report the Legion Club, the Twentieth 
Century Club, the Columbus Club, the Eagles, the Trades and Labor Hall, the 
(AMVETS, and several other private clubs, all of which have large club rooms, 

d all of which are catering to public groups, for profit, in direct competition 

h taxpaying establishments. 

MILWAUKEE, WIS., August 4, 1953. 
Mr. JOHN WEBER, 
ivalon Hotel, Waukesha, Wis.: 
Problem of tax-exempt competition increasing. Recently lost insurance com- 
ny Quarter-Century Club banquet to local Elks Club. This function amounted 
ocktail party and banquet for 400 persons. Selection of tax-exempt club was 
ie to their lower prices. 
HOTEL PFISTER, 
Ray SMITH, Jr. 


PoRTAGE, Wis., August 4, 1958. 
JOHN WEBER, 
ivalon Hotel, Waukesha, Wis. 
DEAR JOHN: Relative to tax-exempt business we are experiencing more and 
ore trouble each month. The Elks Club the past month has taken three good 
rties that should have gone to some of the hotels and have scheduled another 
August 15. The American Legion and churches reach out continually and 
ke food business from the hotels and restaurants. 
Hore. RAvLF, 
J.R. Macarrny. 


MADISON, Wis., August 4, 1953, 
Mr. JoHN WEBER, 
Care Avalon Hotel, Waukesha, Wis.: 
John, the tax-exempt competition Watertown still is a serious problem and 
wish we could do something about it. For example, we had a very fine party 
iised in May, not hearing from the committee in charge. We then immediately 
vestigated and found that the Elks Club took the party. Now, John, I am not 
ible to compete with their prices. Please do everything in your power to explain 
ur difficulty to the committee. 
rep N. Ropers, 
Owner and Manager, Hotel Washington, 
Watertown, Wis. 


Oconomowoc, Wis., August 4, 1953 
Mr, JOHN WEBER, 
ivalon Hotel, Waukesha, Wis.: 


The American Legion Post of Oconomowoc, Wis., opened its new clubhouse 
to the public July 1952. Kiwanis Club formerly serviced by our hotel, was in- 
duced to hold its regular weekly dinners there since its opening. This tax- 
exempt club offers dining room and bar services to large civic groups and 
organizations, solicits wedding dinners and receptions and private dinner dances. 
Fair competition is stimulating. A tax-exempt club is an unjust and intolerable 
competition, unfair to the small hotel operator who gladly supports his city, 
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State, and Nation through the payment of his taxes. We feel a tax-exempt club 
should confine its food and beverage services to members only and should not 
be permitted to compete with the hotel operator who has a big business invest 
ment heavily taxed. 
A. J. AND Marie L. MCMAHAN, 
Proprietors, Towne Hotel, Oconomowoc, Wis. 

The Cuarrman. Mr. Ryan, the committee will be glad to hear you 

Mr. Ryan. Thank you very much, Mr. Chairman; you are very 
kind. There is one point that was missed, I think, which he read 
into the record from the statement which is thoroughly significant, 
in that one group of hotels reports a Federal tax of $1.36 per day on 
rooms, whether they are rented or not, which is indicative of the bur 
den of tax that is being borne, and it is our feeling that if we are forced 
to compete with tax-exempt groups it does seem to be quite discrimina 
tory. 

The Cuarman. Thank you very much for your appearance and 
your statement. 

Mr. Ryan. Thank you. 


STATEMENT OF ALBERT PAYNE, ASSISTANT SECRETARY, REAIL- 
TORS WASHINGTON COMMITTEE, NATIONAL ASSOCIATION OF 
REAL ESTATE BOARDS 


The Cratrman. Our next witness is Mr. Albert Payne, assistant 
secretary, Washington Realtors Committee, appearing on behalf of 
the National Association of Real Estate Boards. 

The committee will be very glad to hear you, Mr. Payne. 

Mr. Payne. Thank you, Mr. Chairman. 

Mr. Chairman, I am Albert Payne, assistant secretary of the 
Realtors’ Washington Committee of the National Association of Real 
Estate Boards. Our committee is the legislative department of the 
national association. We have real-estate boards located in each of 
the 48 States with a total of more than 50,000 members. 

This association of realtors believes that the ownership by our citi- 
zens of homes, farms, and other property is the fedilation of our 
American way of life and of our happiness and prosperity. We be- 
lieve it is our duty to help preserve our American private-ownership 
economy. We also believe that the finances of the United States Gov- 
ernment must be restored and maintained on a sound basis. 

In this connection, there is an issue of tax exemption which is a 
matter of increasing concern to all interested in the above objectives. 
That is the tax exemption granted to bonds sold to finance Govern- 
ment-owned housing projects called public housing. The income from 
the public-housing bonds is exempt from all Federal income taxes. 
These bonds have the form of a local public-housing bond issue but 
they have the substance of tax-exempt Federal bonds. 

Section 5 (e) of the United States Housing Act of 1937, as amended, 
reads in part: 

Obligations, including interest thereon, issued by public housing agencies in 
connection with low-rent housing or slum-clearance projects, and the income 
derived by such agencies from such projects, shall be exempt from all taxation 
now or hereafter imposed by the United States, 

We should like to cite several points showing the Federal nature of 
the public-housing bonds: 
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1. The fact that the Public Housing Administration goes through 
the motions of selling bonds in the names of the local housing authori- 
ties should not throw us off the track. The United States Government 

s bound irrevocably to pay annual subsidies to pay off the principal 


nd interest on the bonds. Regarding this, the Attorney General of 


ie United States in a letter to the President dated May 15, 1953, 
stated : 


In reaching the conclusion that an annual contributions contract creates a 
valid and binding obligation of the United States, it is pertinent to note that 
the language of section 10 (e), underscored herein, “the faith of the United 
States is solemnly pledged to the payment of all annual contributions contracted 
for pursuant to this section,” is identical with language used by R. 8. 3693 (31 
U. S. C. 731) with respect to the interest-bearing obligations of the United States. 


A quotation from the Wall Street Journal of July 5, 1952, indi- 
cates that the marketing of the bonds is directed by the Federal office 
of PHA: 


“When and How Much”’—the two big questions concerning the Public Housing 
\dministration’s next offering of housing bonds—will be answered next week. 
(hat’s when Warren J. Vinton, P. H. A.’s first assistant commissioner, is sched- 
uled to come to New York to confer with leading investment bankers. 


The Hoover Commission Task Force ve on Lending Agencies 
(appendix R) dated January 1949, further shows that the projects are 
built with Federal funds: 


Under the terms of the agreements, title is vested in the local housing agencies, 

it the financial risks associated with ownership are all borne by PHA since 
all of the capital is Government capital invested by PHA (or its predecessor 
Government agencies). The only basis on which it can be asserted that the local 
agencies are the owners of the properties is a basis which completely separates 
title holding and management from the investment attributes of ownership. 
[Emphasis supplied.] 


What is the nature of the tax-exempt privilege granted to the public- 
housing bonds by the Public Housing Act? ~ Merrill Lynch, Pierce, 
Fenner & Beane have prepared a folder entitled “C vomparative Y ields 
\fter Federal Taxes on Taxable and Tax-Exempt Securities” based on 
the Revenue Act of 1951. In it they state among other things: 


Taxable securities with high yields often produce smaller returns after taxes 
than tax-exempt bonds affording much lower income, especially in the case of 
ndividuals in the higher tax brackets. 

A chart in this folder shows that a tax-exempt bond with a stated 
in : rest of 2 percent yields as much as a 131 percent taxpaying bond 
if held by an individual in the $80,000 to $90, 000 income-tax bracket. 
rhe same chart shows that.a corporation in the income-tax bracket of 
above $25,000 a year would, on the same 2 percent bond, earn more 
than on a 4 percent taxable bond. 

The latest issue of public housing bonds amounted to nearly one- 
eighth billion dollars. ‘These were marketed by the PHA on May 26 
of this year. The Washington Post for May 27 shaken en the face 
nterest on the May 26 issues averaged 2.82 percent. The Post story 
goes on to state that the bonds would be rem: Autek by the bond- 

ying houses to yield 1.40 to 3 percent to later purchasers. . At 3 per- 
cent face interest, a tax- exempt public housing bond would yield as 
much to a person in the $50,000 to $60,000 individual income-tax 
racket as a 13.04 percent taxpaying bond and to a corporation in the 
over $25,000 income-tax bracket as much as on a 614 percent bond 
subject to Federal income tax. 
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It would be difficult to estimate the dollar extent of the taxes lost 
on the public housing bonds. Some idea may, however, be gained by 
considering the outstanding amounts of these bonds in relation to the 
above figures. As of June 30, 1949, PHA reports, the outstanding 
issues amounted to $137,355,500. By June 30, 1953, they had rise: 
to an outstanding aggregate of $993,323.500. The Federal Public 
Housing Administration has indic ated that about $1 billion per year 
additional of these tax-exempt bonds will be issued in the next few 
vears if the expansion authorized by the 1949 act is permitted by the 
Congress. 

The present chairman of the Federal Reserve Board expressed his 
concern regarding the serious impact of these issues to the Senate 
Banking and Currene y Committee on February 6, 1952. Mr. Marti: 
stated among other things: 

One important new factor in the market which is very disturbing to us at 
the Federal Reserve is the tax-exempt bonds which are being issued to finance 
public housing. * * * Not only do such issues absorb some of the funds that 
would otherwise supply a market for Government bonds or for mortgages gener 
ated by new private construction, but they afford an opportunity for wealthy 
individuals and corporations to reduce legally their income-tax payments in a 
period when it is essential that tax revenues be as large as possible. 

At the present time, as this committee is probably aware, in some 
areas it is very difficult for veterans and others to.obtain loans to pur- 
chase their own self-supporting homes. As reported by a subcom 
mittee of the House Select Committee on Small Business in a prelim- 
inary report dated July 28, 1953 (H. Rept. No. 1002), we are in a 
period in which it is in many cases difficult for small firms to secure 
adequate borrowed capital. The subcommittee found one of the dif- 
ficulties was “the desire of investors for tax-exempt securities. * * *” 
The report quotes from a previous study of Federal taxation and its 
effect on small business “‘** * * wealthy individuals find tax-exempt 
securities of greater appeal, particularly when the risk attached to 
investment in a small firm is considered.” Thus we see that the tax 
advantage granted to the Government housing enterprise, which inci 
dentally also is exempt from taxation by local communities in which 
it is situated, makes it more difficult for small business and other 
sources of investment to gain the working funds needed. 

Public housing bonds also offer far richer yields than the Treasury 
is offering even at the increased rates on Treasury taxpaying bonds. 
This makes it more difficult for the Treasury to borrow the money it 
needs. This competition has the effect of tending to force interest 
rates up all along the line for all seekers of capital, including the 
Treasury. 

The Journal of Housing, official magazine of the National Associ- 
ation of Housing Officials (public housing) , in its June issue, page 207, 
states that the public housing bonds sold on May 26 at an average 
rate of 2.82 percent were sold at the highest rate to date. The maga- 
zine quotes the average interest rate for the five preceding issues of 
public housing bonds sold under the Housing Act of 1949 as follows: 
January 1953 2.396 October 1951___ 2.051 
September 1952 , _ 2.544 July 1951 Sens ~2 2.0738 
January 1952 3 ... 1.959 

We appreciate the opportunity to bring this matter to the attention 
of the committee and hope that means may be found to remedy the 
situation especially in view of the present Federal financial crisis. 





GENERAL REVENUE REVISION 


The Cuarrman. Thank you very much, Mr. Payne, for your state- 


ment. 
Mr. Payne. Thank you. 


STATEMENT OF GERARD S. BROWN, CHAIRMAN, COMMITTEE ON 
FEDERAL LAW AND LEGISLATION, NATIONAL ASSOCIATION OF 
LIFE UNDERWRITERS 


The Cruarrman. Our next witness is Mr. Gerard S. Brown, chair- 
man, Committee on Federal Law and Legislation of the National 
Association of Life Underwriters. 

Mr. Brown. Mr. Chairman, and gentlemen of the committee: 1] 
want to express my appreci itibn for the privilege of combining two 
subjects this morning for the conservation of my time. It is very 
kind of you. 

The first subject matter is the determination of taxable income 
inclusions and exclusions which is topic No. 33 on your schedule, and 
the second, gift and estate tax problems, which is topic 34. 

(1) Taxation of Death Proceeds of Life Insurance Policies Trans- 
ferred for Valuable Consideration (section 22 (b) (2) (A)): Section 

(b) (2) (A) provides, among other things, that in the case of a 
transfer for a valuable consideration, by assignment or otherwise, of 
a life insurance, endowment or annuity contract, or any interest 
therein, only the actual value of such consideration and the amount 
of the premiums and other sums subsequently paid by the transferee 
shall be exempt from taxation “under paragraph (1) or this para- 
graph.” The effect of the foregoing underlined words is, of course, 
to impose an income tax on the proceeds of life insurance maturing by 
reason of the death of the insured in the case of policies transferred for 
a valuable consideration, to the extent that such proceeds exceed the 
amount of such consideration and the premiums and other sums there- 
after paid by the transferee. This result inflicts great hardship upon 
the owners of policies which have been or should be transferred for 
legitimate reasons. 

The most frequent types of such hardship cases involve policies 
used or needed to protect business interests, although occasionally even 
personal life insurance policies are affected. In almost any kind of 
business change, except tax-free reorganizations, tax counsel is careful 
to advise avoidance of transfers of life insurance policies despite the 
fact that such transfers may well be otherwise highly desirable from 
a business standpoint. Probably the transaction which is hit most 
frequently by the present unjust tax provision occurs where partner- 
ships and closely held corporations are involved. For example, let us 
take the case where A, B and C are associates in the ownership of Z 
company, which may be either a partnership - a corpors ation. A and 
B own and pay for a policy on the life of C; A and C on the life of B; 
and B and C on the life of A. A dies and B and C receive the pro- 
ceeds of the policy which they own on his life tax-free and, thus, are 
indemnified for their loss of A’s services to the business. B and C 
continue the business, and each would like to buy from A’s executor 
the interest of A’s estate in the policy on the life of the other. How- 
ever, the present harsh provisions contained in section 22 (b) (2) (A) 
would effectively block this transaction, for if B and C should follow 
this procedure, upon the subsequent death of either, the survivor would 
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have to include in his taxable income the amount by which one-half of 
the insurance proceeds received by him exceeded the consideration and 
that portion of any subsequent premiums that he paid on account of 
the one-half interest in the policy that he purchased from A’s estate. 
Thus, the only way in which B and C could continue to get the insur- 
ance protection that they need in their business, without incurring 
this unfavorable income tax liability, would be for each to take out a 
brand-new policy on the life of the other. However, this avenue 
would not be open to them if they had then become uninsurable. 
Moreover, even if they remained insurable, they still would, at the 
very least, have to pay higher premiums for the new policies as the 
result of increased age. 

In an actual case involving the reorganization of a corporation as 
a partnership, existing insurance policies on the lives of officers and 
other key employees of the corporation were surrendered and new 
policies taken out at higher rates for no reason except that there was 
the danger of an income tax on the death proceeds payable under 
those policies if they were transferred from the corporation to the 
partnership. In a very similar case the dilemma was further high- 
lighted by the fact that two of the insured individuals involved had 
subsequently developed impairments. As a result, the new policy 
for one of them required not only a higher rate because of his increased 
age, but also an additional rate because of his impairment. The other 
had become uninsurable, and there was no choice except to transfer 
the original policy on his life and run the risk of an income tax on the 
proceeds thereof. 

The foregoing cases typify the plight of small-business men who are 
faced with the tax problem thus posed. By elimination of the prob- 
lem, the Federal Government can give needed relief to these small- 
business men with virtually no loss in Federal revenue. In this 
connection, we fee] sure that if statistics on Federal revenue from 
this source are available, they will show that the amount of such 
revenue is insignificant because of the fact that transfers of life- 
insurance policies for value are very rare by reason of the severe 
income-tax treatment presently given to the death proceeds payable 
under such policies, Accordingly, we strongly recommend that the 
three words “paragraph (1) or” be deleted from the third sentence 
of subparagraph (A) of section 22 (b) (2). 

That closes the argument on that point, but I would like to add 
one additional comment. It has been suggested that if transfers to 
transferees having an insurable interest in the insured were excluded, 
that that would solve the problem, but there is one other factor, 
and that is that the insurable interest is very vague and in indefinite 
terms. It is defined in the common law and it is also defined in 
various numbers of State statutes. 

There was an article written some 6 years ago in an insurance 
publication, the author of which was Richard H. Hollenberg, assist- 
ant counsel of the Fidelity Mutual Life Insurance Co., in which he 
made an appeal for uniform insurable statutes, and cited a variety 
of cases and a variety of statutes, and the manner in which they 
divide on the common-law definition. 

The Cuairman. I think it is very important that that go in the 
hearings. 

Mr. Brown. We will be very glad to include it. 


| 
| 
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The Cuarrman. Without objection, it is so ordered. 

Mr. Brown. Thank you. I would like to read one statement from it. 

The CHarrMAN. We will be glad to have you do so. 

Mr. Brown. Thank you very much. This is found in the summary, 
vhich states: 


It is apparent that in many situations the law of insurable interest is con- 
ting and confused. The existing statutory provisions are incomplete and often 
reate more doubt than if no statutes existed. No State has a statute covering 
all four situations discussed above. ‘The statutes of 4 States cover 3 of the 
situations. Three States cover only two. Seven cover one case. Eleven cover 
y special circumstances in a particular case. Twen"y-one States and the 
District of Columbia have no legislation whatever on the question of insurable 
terest. 


The situation varies somewhat today from 1947 when this article was 
published, but generally speaking the problem still applies, that is, the 
situation with regard to a definition of what constitutes an insurable 

terest is still conflic ting and confused. We simply offer the thought 
that the problem as to the interpretation of the words “insurable inter- 
est”—and actually there are a very few, very rare cases where a trans- 
fer would occur where the person has no insurable interest in the 
insured, and we have felt that in the interest of clarity and in fairness 
to transferees that you could without any effect on the Treasury revenue 
exclude that type of case. 

(The publication above referred to follows :) 


Is A UNIFORM STATUTE ON INSURABLE INTEREST DESIRABLE? 


(By Richard H. Hollenberg, assistant counsel, the Fidelity 
Mutual Life Insurance Co.) 


FOREWORD 


Observing that in many situations the law of insurable interest with respect 
to life insurance contracts is conflicting and confused, the author made an ex- 
amination into the decisional and statutory laws of the several States and 
presented the results of his inquiry before the insurance section of the American 
Bar Association, and we believe they will be interesting to our readers. As he 
names States that he finds on one side or the other on specific aspects of the 
subject, it may well be that more recent decisions of statutes have altered these 
divisions, so if a particular issue becomes critical for any current circumstance 
it would be advisable to check the current law in the jurisdiction involved. 


1. THE PROBLEM OF INSURABLE INTEREST 


In the case of Smith v. Coleman, before the Supreme Court of Appeals of 
Virginia in 1945, the insured under a policy of insurance on his life, on which he 
had paid all of the premiums, changed the beneficiary from his sister to a 
female friend and business associate. The court denied recovery to the new 
beneficiary because she had no insurable interest in the life of the insured. 
However, on a rehearing the court by a 3 to 2 decision reversed itself and held 
that one who takes out a policy of insurance on his own life and who pays all 
premiums thereon may designate as beneficiary whom he pleases. This brought 
Virginia in line with the majority rule and is compatible with the general theory 
that permits us as we depart this life to give our real and personal property to 
whomever we desire, subject only to the statutory rights of our spouses. 

The Smith opinion prompted an inquiry into the decisional and statutory laws 
of the several States to ascertain whether any of the other jurisdictions might be 
seriously out of line, or whether a diversity of opinion existed in the definition 
or in the application of insurable interest to such extent as to make desirable 
a uniform statute. 

The existence of insurable interest is necessary for the vilidity of all life 
insurance contracts. An examination of the cases and statutes shows a variety 
of laws on the subject. Broadly speaking, the issue arises under 1 of 4 factual} 
situations. 
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2. WHEN APPLICANT IS THE INSURED 


For example, A procures an insurance policy on his own life. A then desig- 
nates B a beneficiary who has no insurable interest in the life of the insured. 


(a) Decisions 


All States except Texas hold that everyone has an unlimited insurable inter- 
est in his own life and that he may, therefore, name whomever he chooses as 
the beneficiary to receive the policy proceeds upon his death. 


(b) Statutes 


Only 7 States have statutory provisions to the effect that every person has an 
insurable interest in his own life and that he may designate any beneficiary of 
his choice: California, Indiana, Montana, New York, North Dakota, Pennsyl- 
vania, and South Dakota. An Ohio statute, while similar, is more restrictive. 
The statutes of all other States are silent on this subject. 


3. WHEN APPLICANT IS NOT THE INSURED 


For example, A procures an insurance policy on B in whose life A has no in- 
surable interest. A then designates himself as beneficiary. 


(a) Decisions 

When one procures an insurance policy on the life of another, all courts agree 
that insurable interest must exist in order for the contract to be valid. How- 
ever, the meaning of the term “insurable interest’ has given rise to varying 
opinions and theories. A review of the many decisions is beyond the scope of 
this paper. 

Briefly stated, these conclusions may be drawn: It is well settled in both Eng- 
land and in the United States that one may validly take out a policy of insur- 
ance on a person in whose continued life the applicant has a pecuniary interest. 
Where the interest is sought to be shown by family relationship alone, the courts 
have sustained contracts taken out by spouses on the lives of each other, and 
by parents and children on each other’s lives. In the latter relationship a few 
jurisdictions require a liability to support or a showing of other pecuniary in- 
terest. The decisions have been both ways in cases of grandparents and gran‘l- 
children and brothers and sisters. The more remote relationships such as uncle 
and aunt and nephew and niece, have been held insuflicient to support policies 
taken out in this manner. 

In all cases in which one person makes application for a policy on another's 
life, underwriting policies of the companies, sometimes based upon statutory 
provisions, universally require the consent of the insured to the application. 
To do otherwise might encourage speculation and gaming contracts contrary to 
public policy even if insurable interest existed. An exception to this general 
rule exists where a parent insures the life of a minor child. 


(b) Statutes 

Seventeen States have statutory provisions concerning the procurement of in- 
surance on the life of another. A great majority of these statutes are incom- 
plete. Two States, Arizona and Washington, attempt only to define insurable 
interest. The definitions are couched in general language and do not cover 
specific situations. For instance, the Arizona law provides that insurable inter- 
est exists where a beneficiary, because of pecuniary, blood, or marriage rela- 
tionship, has reason 0 expect benefit from continuance of the insured’s life. The 
Washington law follows the same pattern. In neither of these States does the 
law say when the definitions will apply. Neither statute is helpful in crystalliz- 
ing the law of insurable interest, for each merely reiterates general common law 
principles. The interpretation of the law is left to the courts. 

Conversely, the statutes of a number of States limit insurable interest to 
particular factual situations. Such laws tend only to further “muddy the 
waters” as it is not clear whether these are merely declarative of common-law 
principles or whether they are designed to exclude insurable interest in other 
factual situations. Such fragmentary statutes will be found in the States of 
Delaware, Kentucky, Maryland, Michigan, Missouri, Nebraska, and New Jersey. 

Six other States, California, Montana, New York, North Dakota, Pennsyl- 
vania, and South Dakota, have more complete statutes. The laws of California, 
Montana, North Dakota, and South Dakota are identical. These four States 
have fairly adequate statutory provisions on insurable interest and these provide 
that one has an insurable interest in the life (@) of any person upon whom he 





a 


— - = ee Cl 


Aina: « «i 2 oO 


-— ww. 


GENERAL REVENUE REVISION 1565 


depends wholly or in part for education or support, (>) of any person, under 
legal obligation to the insured for the payment of money, or respecting property 
or services, of which death, illness, or aecident might delay or prevent the per- 
formance, and (c) of any person upon whose life any estate or interest, vested 
him depends. These statutes seem broad enough to cover most relationships 
ept between brother and sister. 
Pennsylvania and New York like Arizona and Washington have statutes 
which define insurable interest in general terms but do so more explicitly. 
Connecticut and Oregon each has a unique statute that accomplishes a worthy 
purpose in permitting a person to insure the life of another in whom he has 
no interest, if a charitable, educational, or religious institution is named bene- 
ficiary. Oregon requires that such institution be named irrevocably and that 
both the applicant and the insured sign the application. Connecticut imposes 
no such restrictions. A similar statute will be found in Texas. These statutes 
are an exception to the common-law rule that one may not insure the life of 
other if no insurable interest exists. However, under the circumstances, these 
aws appear fundamentally sound. 


4. WHEN APPLICANT IS THE INSURED AND MAKES AN ASSIGNMENT 


For example, A procures an insurance policy on his own life but subse- 
quently assigns the policy to B who has no insurable interest in the life of the 
nsured. 


(a) Decisions 


Must an assignee have an insurable interest in the life of the insured who 
originally took out the insurance on his own life? Many of the cases in point 
re irreconcilable. However, the decisions uniformly hold that, if the trans- 
action from its inception is a mere cover for a wager or speculation in the life 
of the insured in favor of one having little or no actual interest, an assignment 
gives the assignee no right of recovery. Conversely, and here arises the conflict 
f authority, if a person effects a valid insurance upon his own life, and the 
transaction is bona fide, and it is not intended to circumvent the law of public 
policy, the majority view upholds the assignment to a third person even though 
the assignee has no interest in the life of the insured. 

In a minority of States, an assignment to one without insurable interest is 
void as contrary to public policy : Alabama, Kansas, Kentucky, Missouri, Pennsyl- 
ania, Texas, and Virginia. Manifestly, the minority view limits the marketa- 
bility of life policies. 

However, in some jurisdictions where the minority rule prevails, an assignee 
without insurable interest may recover if the insured continues paying premiums 
after the date of assignment. Such is the rule in Pennsylvania. 


(b) Statutes 


Four States—Montana, North Dakota, South Dakota, and Virginia—provide 
that an assignee need have no insurable interest in the life of the insured. There 
have been no decisions interpreting these laws. Whether an assignee without 
nsurable interest can recover regardless of the circumstances surrounding the 
assignment is conjectural, but a strict interpretation should permit recovery in 
any event. 

The New York Insurance Code provides that no person shall procure directly 
or by assignment or otherwise any contract of insurance upon the person or 
another unless insurable interest exists. This statute merely means that one 
cannot accomplish by indirection that which cannot be done directly. 


5. CESSATION OR DIMINUTION 


For example, A, a corporation, procures insurance on the life of a keyman, B, 

nd subsequently the services of B are terminated, Or, for example, an insured 
names his wife as beneficiary. Subsequently, a divorce is granted and no change 
is made in the beneficiary designation. 
(a2) Decisions 

It is fairly well established that since life insurance is not a contract of in- 
demnity, it is not required that insurable interest exist at the time the policy 
becomes payable. Hence, a policy, valid at its inception by reason of the exist- 
ence of an insurable interest, is not invalidated by the subsequent diminution or 


cessation of that interest. However, the States are not in full agreement on this 
question. 
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(b) Statutes 


Perhaps because this principle is so well established in the law, the States have 
not seen fit to enact covering legislation. Only one State, California, expressly 
provides that insurable interest must exist when the insurance is issued and 
that it is unnecessary thereafter. 

The question of cessation or diminution of insurable interest arises, usually, 
because of termination of services of a keyman employed by a corporation or 
other association, or where, by reason of a divorce, the beneficiary of a policy is no 
longer the spouse of the insured. The statutory law of 14 States extends to a 
corporation the right to procure a policy of life insurance on any of its officers or 
employees. In others the corporation has this right under the common law, 
Only in Virginia and Indiana do statutes expressly provide that if the insured’s 
services are terminated or if the value of his services are diminished, the terms 
of the contract shall not be affected. 

There appear to be no statutory provisions regarding divorce and the cessation 
of insurable interest. 

6. SUMMARY 


It is apparent that in many situations the law of insurable interest is conflict- 
ing and confused. The existing statutory provisions are incomplete and often 
create more doubt than if no statutes existed. No State has a statute covering 
all four situations discussed above. The statutes of 4 States cover 3 of the situ- 
ations. Three States cover only two. Seven cover one case. Eleven cover only 
special circumstances in a particular case. Twenty-one States and the District 
of Columbia have no legislation whatever on the question of insurable interest 


7. UNIFORM CANADIAN STATUTE 


The Dominion of Canada in 1924 enacted a uniform life insurance act. This 
law has been adopted by many of the Provinces. It has a section devoted to in- 
surable interest, and, it is submitted, contains the most complete provisions on 
the subject. 

The uniform Canadian statute covers all four of the factual situations previ- 
ously discussed. It does not define in broad and general terms the meaning of 
insurable interest but, on the other hand, it states under what specific circum- 
stances insurable interest exists. It also covers the question of pecuniary in- 
terest, generally, so that anyone having a pecuniary or economic interest in the 
life of the insured may take out a policy on the life of the insured even though 
the relationship between the insured and applicant is not specifically covered by 
the statute. This legislation also provides that unless insurable interest exists, 
the contract of insurance shall be void. A paragraph covers both the cessation 
and diminution of insurable interest and assignments. A similar statute adopted 
in a majority of the United States would reduce to a minimum litigation on the 
question of insurable interest, and would also facilitate the underwriting of 
risks. 

8. MODEL ACT 


Despite its apparent adequacy, it is suggested that the Canadian statute can 
be improved in several particulars. The following is suggested as a uniform 
law based chiefly upon the best provisions of the Canadian, New York, and 
Pennsylvania statutes: 


“INSURABLE INTEREST IN LIFE 


“Seorron 1. No insurable interest need exist when a person, upon his own 
initiative, procures a policy of insurance on his own life. Such insured may 
designate as beneficiary any person, copartnership, corporation or association 
he chooses. No person, however, shall cause to be insured, directly or by assign- 
ment or otherwise, the life of another unless such person has an insurable 
interest, as defined in section 2 hereof, in the life of the person to be insured. 

“Section 2. Each of the following has an insurable interest: 

“(a) A parent or grandparent in the life of his child or grandchild; 

“(b) A wife in the life of her husband ; 

“(c) A husband in the life of his wife; 

“(d) One person in the life of another, upon whom he is wholly or partly 
dependent for support or education, or from whom he is receiving support or 
education ; 
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“(e) A corporation or other association, or a trustee or committee acting for 
such corporation or association, in the lives of the officers and employees of such 
corporation or association ; 

“(f) A sole proprietor or a partner in the lives of his business associates, part- 
ers, or employees ; 

“(g¢) A person or other legal entity who has a pecuniary interest in the dura- 

ion of the life of another person, in the life of that person. 

“In such cases, however, no policy of life insurance other than group shall be 

ued without the written consent of the person whose life is to be insured 

ept (1) one spouse may insure the life of the other, and (2) a person having 
insurable interest in the life of a minor under the age of 15, or on whom the 
nor is dependent for maintenance and support, may insure such minor. 

‘Section 3. Except as provided in section 1 hereof, a policy of life insurance 

ill be void if at the time at which it would otherwise take effect, no insurable 

erest exists. 

Section 4. In an insurable interest exists at the time at which a policy of 
life insurance takes effect, it is not necessary for the validity of the policy of 
nsurance or of any assignment thereof, that any beneficiary, or any person, 

rporation, or association Claiming under an assignment, or by will or by suc 
ession, have an insurable interest.” 


9. CONCLUSION 


That the question of insurable interest be given careful consideration by the 
National Association of Insurance Commissioners from the aspect of uniform 
State laws because in the field of life insurance: 

1. The decisions in the various States in many situations lack unanimity of 
pinion ; 

The existing statutes in most States are inadequate; 
The existing statutes of the several States differ greatly in substance; 

4, The business of many life companies is transacted across State lines. 

Mr. Brown. (2) Taxation of income in respect of decedents (sec 
tion 126 (a) (2)): Under section 126 (a) (1), the amount of all items 
of gross income in respect of a dec edent which are not properly in- 
cludible in respect of the taxable period in which falls the date of his 

eath or a prior period shall be included in the gross income, for the 
saitable year when received, of the estate of the “decede nt, the person 

ho acquires the right to receive such amount by reason of the de- 
edent’s death (if the right to receive the amount is not acquired from 
the decedent’s estate) or the person who acquires from decedent the 
right to receive such amount by bequest, devise, or inheritance (if 
the amount is received after a distribution of such right by the de- 
cedent’s estate). 

Section 126 (a) (2) then provides that if the above-mentioned 

oht to receive such amount is “transferred” b vy the decedent’s estate 
or by a person who received such right by reason of the death of the 
decedent or by bequest, devise, or inheritance from the decedent, the 
transferor must include in gross income, for the taxable period in 
vhich the transfer occurs, the fair market value of such right at the 
time of its transfer, plus the amount by which any consideration for 
the transfer exceeds such fair market value. The term “transfer” 
is defined by section 126 (a) (2) to include a sale, exchange “or other 
disposition.” 

Finally, there appears in section 29.126-1 of regulations 111 the 
following language, more fully explaining the apparent effect of sec- 
tion 126 (a) (2) and, particularly, the meaning of the term “transfer” 
as used therein: 

If the right to receive an amount of income in respect of a decedent is trans- 
ferred by the estate or the person entitled to such amount by bequest, devise, 
or inheritance, or by reason of the death of the decedent, the fair market value 
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of such right at the date of the transfer shall be included in the income of the 
estate or of any such person, plus the amount by which any consideration 
ceived on such transfer exceeds the fair market value of such right. Thus 
upon a sale of such right, the fair market value of the right or the amount 
received upon the sale, whichever is greater, is included in income. Similarly, 
if the right to receive the income is disposed of, as by gift or bequest, the fair 
market value of such right at the time of such disposition must be included iy 
the gross income of the donor, testator, or other transferor. [Italics added. ] 

Under the present wording of section 126 (a) (2) and the above 
quoted language of section 29.126-1 of Regulations 111, it would 
appear that the recipient of a decedent’s right to future income is 
: ced in an unjustifiably precarious position. For example, in the 

‘ase of a deceased life insurance agent who has bequeathed his renewal 
commissions outright to his wife, it would seem that upon her sub- 
sequent death, the then fair market value of the entire balance of 
any uncollected renewal commissions passing to her heirs or legatees 
might, under the existing law and regulations, be held to be subject 
to income tax as ordinary income in her final tax return. This could 
very conceivably mean, in many cases, that the widow’s executor 
might have to sell the renewal account in order to meet the income 
tax liability thus created, which would often be very substantial i 
amount. 

To give a specific illustration of the hardship that might result 

such cases, let us assume that a deceased life-insurance agent’s re- 
newal account has a fair market value of $50,000 at the time of his 
death. He is survived by a wife and two children. Under his will, he 
leaves his renewal commissions outright to his wife, who dies after 
having received $7,500 (as taxable income) from the renewal account, 
bequeathing the uncollected commissions to the children. Let us fur- 
ther assume that at the time of her death, the fair market value of the 
account is determined to be $46,000. It would appear that the entire 
$46,000 will have to be reported in her final return as taxable income. 
Because she had no husband with whom the income might be split, 
it follows that more than $20,000 must be raised to pay her income tax 
(even assuming that she had no other taxable income), despite the 
fact that no part of the commissions will be paid except over a period 
of years after her death. As we have already poined out above, it 
might well be necessry for the widow’s estate to sell the renewal 
account—very likely at a substantial discount—in order to discharge 
this large and, we submit, totally unjust income tax liability. It is 
our contention that the fair and proper method to be followed in such 
a case would be to require the children to report the renewal com- 
missions as taxable income in the years in which they are actually 
received, which is precisely what. would have been required of the 
widow herself had she lived to collect all the commissions. 

We believe that results such as those just indicated are clearly 
inequitable and that they were not within the intent of the framers 
of section 126 (a) (2). Indeed, in the case of life-insurance agents’ 
renewal commissions, the Internal Revenue Service indicated months 
ago that despite the above-quoted express language of section 29.126-1 

Regulations 111, income tax would not be held to accrue on the 
fair market value of the remainder of a renewal account transmitted 
by reason of the death of a deceased agent’s widow, and that this 
point would be clarified in an appropriate amendment to section 
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1126-1 then under “active consideration.” So far as we have been 
ble to determine, no such amendment has yet been made or proposed. 
(s a matter of fact, in view of the ambiguous wording contained in 
ection 126 (a) (2) itself, we presently believe that an amendment 
of the regulations alone would not suffice to remove all doubts in 
espect of the point under discussion. Therefore, we urge that the 
ist sentence of section 126 (a) (2) be amended to read as follows: 
For the purposes of this paragraph, the term “transfer” includes sale, exchange, 

other disposition, but does not include (a) a transfer to a person pursuant 

the right of such person to receive such amount by reason of the death of 
e decedent or by bequest, devise, or inheritance from the decedent, or (b) a 

umsfer by bequest, devise, or inheritance from such person or by reason of the 
leath of such person. 


(The following material was submitted for the record on topic 33 :) 


STATEMENT BY ELLSworttr C. ALvorD, WASHINGTON 6, D. C 
TREATMENT OF TREASURY STOCK 


The present treatment of treasury stock for income-tax purposes (and for 
ccess profits-tax purposes) is so uncertain and poorly defined that it is virtually 
mpossible for a corporation to do anything with its treasury stock with any 
certainty as to the tax consequences. Section 29.22 (a)-—15 of Regulations 111 
states, “Whether the acquisition or disposition by a corporation of shares of its 
own capital stock gives rise to taxable gain or deductible loss depends upon the 

nature of the transaction, which is to be ascertained from all its facts and 

rcumstances * * * if a corporation deals in its own shares as it might in the 
shares of another corporation, the resulting gain or loss is to be computed in the 
same manner as though the corporation were dealing in the shares of another.” 
In the face of these regulations, tax counsel can only advise a corporation, what 
ever the facts of the case may be, that reissuance of its treasury stock for more 
than the purchase price will probably result in an assertion by the Burean that 
there is a taxable gain, but that reissuance of its treasury stock for less than the 
purchase price will probably not be allowed by the Bureau as a loss 

In fact, a realistic analysis of treasury stock shows that it is no more of an 
asset to a corporation than its authorized but unissued stock. There is clearly 
no gain or loss if a corporation purchases shares of its own stock and subsequently 
sells other previously unissued shares, although the economic effect is the same 
s if the treasury shares had been sold. The Bureau and the courts recognize 
the logic of this contention in the case of a dividend which is paid in treasury 
stock, and such a dividend is not taxable unless it would have been taxable if 
paid in previously unissued stock. But the Bureau and the courts have been 
unwilling to follow this concept in cases where the treasury stock is sold 

Recommendation: Provide specifically that treasury stock shall not be con- 
sidered an asset, and that its sale shall not give rise to gain or loss. 


RECOVERY OF TAXES PREVIOUSLY DEDUCTED 


Section 128 of the Internal Revenue Code permits a taxpayer to exclude from 

come the amount of recovery of an unconstitutional Federal tax which was 
deducted in a prior year, if he elects to waive the statute of limitations and 
treat the prior year’s deduction as disallowed. There is no reason why the same 
tax-benefit rule should not be available to a taxpayer who recovers any taxes 
previously deducted under section 23 (c) of the Internal Revenue Code, instead 
of his being taxed at current rates because of a benefit in a prior year. 

Recommendation : Make section 128 of the Internal Revenue Code applicable to 
the recovery of any taxes previously deducted under section 23 (c) of the code. 


STATEMENT ON BEHALF OF THE AMERICAN BAR ASSOCIATION, IN Re Topic 33, THE 
DETERMINATION OF TAXABLE INCOME INCLUSIONS AND EXCLUSIONS 


Inasmuch as a representative of the American Bar Association will not appear 
in person on the above topic it is requested that this statement be received and 
filed. 
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This section extends to the estate or beneficiary of a decedent who has elected 
to report income from installment obligations upon the installment basis a 
deduction for that portion of the estate tax which was imposed upon the value 
of such obligations. 


TEXT OF AMENDMENT PROPOSED BY AMERICAN BAR ASSOCIATION RELATING TO ITEM 383, 
THE DETERMINATION OF TAXABLE INCOME INCLUSIONS AND EXCLUSIONS 


“Sro, 118. INSTALLMENT OBLIGATIONS. 

“Section 44 (d) (relating to gain or loss upon disposition of installment obliga 
tions) is hereby amended by inserting immediately after the fourth sentence 
thereof the following new sentence: ‘For the purpose of section 23 (w) (2) and 
section 126 (c) (relating to deduction for estate tax), all amounts of income for 
which bonds are filed as provided in the preceding sentence shall be considered 
income in respect of a decedent described in section 126 (a) (1), and the recipient 
shall be considered a person who included such amount in income under section 
126 (a) (1)’.” 


STATEMENT OF WESLEY DISNEY, Esq., IN Re Proposat To AMEND THE INTERNAI 
REVENUE CopE To ALLOW THE DEDUCTION OF AMOUNTS PAID TO THE UNITED 
STATES OR ITs INSTRUMENTALITIES FOR RETIREMENT OF CERTAIN PREFERRED STOCK 


This statement is submitted in support of a proposed amendment to the In- 
ternal Revenue Code designed to give relief to certain banks which were required 
to issue preferred stock to the Reconstruction Finance Corporation, between 
January 1, 1938, and December 31, 1940, in connection with mergers arranged by 
the Federal Deposit Insurance Corporation under the authority granted that 
instrumentality by Congress. 

The relief requested is the allowance of a deduction for payments required to 
be made to the United States or an instrumentality thereof in excess of the 
amounts of cash paid to the continuing banks by the Reconstruction Finance 
Corporation, an instrumentality of the United States, at the time of the mergers. 

These excess payments represent amounts previously advanced to the banks by 
the Reconstruction Finance Corporation for debentures or preferred stock, which 
securities, due to economic events which occurred prior to the date of the mergers 
had lost all value. These excess payments, in reality, represent payments of 
losses previously sustained by the Reconstruction Finance Corporation. Such 
excesS payments were required to be made by the continuing banks from their 
future earnings as a prerequisite to the advance of the new funds by the Recon- 
struction Finance Corporation at the time of the mergers. 

Since such excess payments cdn only be made out of earnings realized and are 
being made to an instrumentality of the United States Government, they should, 
in all equity, be allowed as deductions for Federal income-tax purposes. The 
following background is necessary for an intelligent understanding of the 
problem. 

During the depression years following the stock market crash of 1929, a great 
many banks in this country found themselves in unsatisfactory financial posi- 
tion, and the various State and Federal banking authorities arranged a number 
of forced mergers of unsound banks into supposedly sound banks in an attempt to 
protect the interest of the depositors in all banks. Congress, in recognition of the 
situation which developed, created, in 1932, the Reconstruction Finance Corpora 
tion, hereinafter sometimes called RFC, for the purpose, among others, of 
extending financial aid to banks and insurance companies in need thereof. This 
period of financial distress for banks and other financial institutions culminated in 
the bank holiday which began on March 4, 1983. 

Following the bank holiday, the majority of banking institutions in the country 
were allowed to reopen on an unrestricted basis. Most of these institutions 
had sufficient capital with which to operate, but in the case of some 300 banks it 
was found, either shortly after reopening or over the next few years, that they 
did not have sufficient capital to satisfy the requirements of State and/or 
Federal banking authorities. In the majority of cases where this condition pre- 
vailed, the RFC, in the exercise of its powers, made advanced, either for deben- 
tures or preferred stock, to the banks involved and in most cases such advances 
have been repaid in full. 

Certain of the banks which had been closed on March 4, 1933, were ordered 
liquidated, while others were allowed to reopen on a restricted basis. A number 
of the banks which were permitted to reopen on a restricted basis went through 
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reorganizations whereby the depositors agreed to take preferred stock in lieu 
of specified percentages of their deposits in the banks, and the banks worked out 
or themselves a sound financial structure. In 1938, Congress recognized the 
hardship which had been imposed upon these banks and granted a measure of 

lief, by amending, through section 818 of the Revenue Act of 1988, section 22 o 
he act of March 1, 1879. This amendment exempted these banks from Federal 
ncome taxes so long as their net earnings were required for the retirement of 

he preferred stock, that is, for the satisfaction of depositors’ claims against 
he banks. This section of the Revenue Act of 1938 was incorporated in the 
Internal Revenue Code as section 3798 and, except for a minor amendment made 
1939, remains in the code in the same form. In 1933, as a further protection 
to the depositors of banks against such catastrophes as had previously occurred, 
Congress amended the Federal Reserve Act to allow for the creation of the Fed- 
eral Deposit Insurance Corporation, hereinafter sometimes called FDIC, which 
orporation was activated in that year. The main purpose of the Federal Deposit 
Insurance Corporation was to create confidence in the banking structure by in- 
iring the deposits of member banks to the extent of $5,000 per depositor. This 
insurance protection has since been increased to $10,000 per depositor. 

Since the creation of the FDIC it has been called on to protect the depositors 
n over 200 banks and has used, at its election, four means of providing that 
protection in the case of weak banks, namely: 

(1) Permit the regulatory authorities to liquidate the weak banks and 
discharge its insurance liability to the depositors. 

(2) Liquidate the weak banks through its own staff and discharge its 
insurance liability to the depositors. 

(3) Transfer the acceptable assets and the liabilities of the weak banks 
to sound-going banks by sale and discharge its insurance liability by paying 
to the going banks an amount necessary to make the acceptable assets equal 
to the liabilities of the weak banks retaining the unacceptable assets of the 
weak banks for liquidation. 

(4) Arrange a merger of two or more weak-banking institutions, advance 
funds to make the acceptable assets of the merged institutions equal to the 
liabilities and take over the unacceptable assets through loan or purchase 
as security for the advances. 

A number of weak banks which the FDIC was required to assist had pre- 
viously received funds from the RFC for debentures or preferred stock, In those 
situations where the FDIC had elected to follow plans (1), (2), or (3) above, the 
RFC lost its investment, except where the liquidation of the unacceptable assets 
by FDIC resulted in the accumulation of funds in excess of those required to 
repay the FDIC’s advance, plus costs of liquidation and interest on the advance. 

In substantially all of the banks assisted by the FDIC under plan (4), the 
merger method, the RFC had advanced funds for either debentures or preferred 
stock. At the merger dates all of the advances were represented by preferred 
stock. These are the institutions for which relief should be granted. 

All of these plan (4) mergers were consummated between January 1, 1938, and 
December 31, 1940. In each case the banks involved in the mergers were deemed 
to have deposits and other liabilities in excess of assets acceptable to the super- 
visory authorities. The FDIC met its insurance liability in each case by advanc- 
ing to the continuing institution an amount of cash exactly equal to the excess of 
deposits and other liabilities over acceptable assets. In no case was there any 
equity remaining in the continuing bank either for preferred or common stock- 
holders at the merger dates. 

Under the statutes, authority was granted to the FDIC to allow these banks 
to operate for a limited time without capital. This was authorized in order 
that the individual sockholders of the banks could have sufficient time in which 
to raise new capital for the operation of the bank. However, as the RFC had 
voting control of all of the banks involved in the mergers, the individual stock- 
holders were not permitted to raise new capital for the operation of the continu- 
ing banks. 

Rather, by agreement between the RFC, the controlling stockholder, and the 
FDIC, it was determined that the RFC would supply the new capital required by 
each of the continuing banks. Under such agreements, the banks were required 
to issue shares of new preferred stock with a retirement value equal to the 
amounts of new capital advanced by the RFC at the time of the mergers and, in 
addition, issue, in exchange for the old preferred stock, shares of new preferred 
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stock with a retirement value equal to the unpaid dollar value of the stock held 
by the KFC prior to the mergers, which stock was of no value at the merger 
dates. The banks were also required to issue shares of new preferred stock with 
a retirement value equal to the accumulated unpaid dividends as of the merger 
dates on the old preferred stock. 

The common stockholders in all the banks involved received shares of new 
common stock in the continuing banks in exchange for their shares of common 
stock in the merging institutions. Such stocks had nominal par values but, due 
to the requirements for the retirement of the new preferred stocks, represented 
no equity in the continuing banks. The Bureau of Internal Revenue ruled, in 
a number of these cases, that the mergers were tax-free reorganizations and that 
no vain or loss would be recognized either to the banks or to the stockholders 
thereof. As the merger agreements were similar, all mergers were deemed to 
have been tax-free reorganizations on the basis of these rulings. 

The agreements, under which the exchange of old preferred stock was made 
and the new stock issued for cash, provided for a sinking fund to be established 
from future earnings of the bank for the retirement of the new preferred stock. 

The total amount of retirement value required to be paid to the RFC by the 
banks involved in the plan (4) mergers was $52,387,703.50. This total was made 
up of shares representing unpaid accrued dividends amounting to $2,378,961.63, 
shares representing the prior worthless investments of the RFC amounting to 
$28,194,038.37, and shares representing the cash advanced by the RFC at the time 
of the mergers in the amount of $21,814,703.50. 

Provision was also made, in the agreements under which the new preferred 
stock was issued, for the payment of annual dividends at progressively increasing 
rates which would eventually amount to approximately 4% percent of the 
retirement value of the stock. In every case these annual dividends have been 
paid currently and the amounts paid, therefore, have been allowed as deductions 
for Federal income-tax purposes, as provided in section 121 of the Internal 
Revenue Code. Certain of the shares which were issued for accrued and unpaid 
dividends at the dates of the mergers have been retired and the amounts paid 
in retirement thereof have been allowed as deductions for Federal income-tax 
purposes under section 121 and regulations issued by the Commissioner of 
Internal Revenue. 

In addition to the dividend shares which have been retired, certain other 
shares have been retired by the various banks, from time to time, so that at 
December 31, 1952, the total retirement amount still due to the RFC under the 
plan (4) mergers was $38,540,350. This total was made up of shares representing 
old accrued dividends amounting to $1,380,000,000, shares representing the prior 
worthless investments of the RFC amounting to $25,528,038.37, and shares rep- 
resenting the cash advanced by the RFC at the time of the mergers in the 
amount of $11,637,311.63. 

In addition to assisting commercial banks and insurance companies by the 
provision of capital funds, the RFC provided funds for several savings banks 
through the purchase of debentures therefrom. These funds were advanced to 
the savings banks because losses and shrinkages in asset values had seriously 
weakened the financial structures of such institutions, as in the case of com- 
mercial banks. 

When Congress, by passage of the Revenue Act of 1951, provided for the taxa- 
tion of mutual savings banks, considerable attention was given to the fact that 
certain of these savings banks had obligations to the RFC or mutual funds 
created under State laws which were to be repaid from earnings of the savings 
banks. Since the losses which weakened the financial structures of the savings 
banks were sustained in years when the savings banks were not subject to tax 
(and therefore created no tax benefit), it was felt that taxing income which 
must be used to reimburse the RFC or the mutual funds would be onerous to 
the savings banks and highly inequitable. 

As a result of this belief, Congress, by the enactment of section 313 (g) of the 
Revenue Act of 1951, added section 23 (dd) to the code, which section reads 
as follows: 

“In the case of a mutual savings bank not having capital stock represented by 
shares, a domestic building and loan association, or a cooperative bank without 
capital stock organized and operated for mutual purposes and without profit, 
amounts paid by the taxpayer during the taxable year in repayment of loans 
made prior to September 1, 1951, by (1) the United States or any agency or 
instrumentality thereof which is wholly owned by the United States or (2) any 
mutual fund established under the authority of the laws of any State.” 
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While it is true that the commercial banks involved in the plan (4) mergers 
were subject to Federal income taxes, it is also true that the losses which brought 
about the entire dissipation of the funds advanced by the RFC prior to the 
mergers, as well as all of the funds advanced by the common stockholders, 
resulted in no tax benefit to the banks. This is true for several reasons. Firstly, 
the losses sustained exceeded the banks’ taxable income and, in fact, the net 
losses were greatly in excess of the amounts advanced by the RFC. Secondly, 
although commercial banks were subject to Federal income tax, exemptions 
granted to certain classes of income, received mainly by banks and other financial 
institutions, created a situation where very few commercial banks were liable 
for any Federal income tax, even without the deduction of the extraordinary 
losses and shrinkages which occurred during the 1930's. 

The failure to allow a deduction for amounts used to retire the obligations, 
which these banks were forced to guarantee to the RFC, frustrates the purpose 
for the mergers consummated between January 1, 1938, and December 31, 
1940. By requiring the payment of Federal income taxes, in an unknown 
amount, upon the income required to fulfill the guaranty, a burden would be 
imposed upon these banks from which it is Goubtful that they could relieve 
themselves in the foreseeable future. This is readily apparent since the af- 
fected institutions have only been able to reduce such guaranteed obligations to 
the RFC from $28,194,000 to $25,523,000 in a period of 13 or 14 years. 

It can thus be seen that the taxation of income which is required to be 
repaid to the RFC or to any other instrumentality of the United States creates, 
for the commercial banks affected, a situation as onerous and as highly in- 
equitable as that recognized by Congress in the enactment of section 313 (g) of 
the Revenue Act of 1951 and section 818 of the Revenue Act of 1938. 

Since Congress has previously seen fit to allow deductions to certain com- 
mercial banks and to mutual savings banks for similar, though not identical, 
deductions in order to insure the maintenance of a sound financial structure in 
these organizations, it is only right and just that the Internal Revenue Code 
should be amended te allow deductions to those banks involved in forced 
mergers between January 1, 1938, and December 31, 1940, for amounts paid 
in retirement of shares of preferred stock issued to the RFC in exchange for 
previously issued shares of preferred stock which had become worthless at 
the date of the exchange. 


STATEMENT OF INDEPENDENT NATURAL GAS ASSOCIATION OF AMERICA, 
WASHINGTON 6, D. C. 


AMORTIZATION OF CAPITAL STOCK EXPENSE 


The Internal Revenue Code provides for amortization of expenses incurred 
on issuance of debt securities. Similar treatment is not allowed with respect 
to stock issuance expenses. Such variance in the treatment of issuance 
expenses between equity securities and debts securities is not equitable. 

Debt securities have a fixed maturity date over which amortization deductions 
may be measured. In most instances capital stock will not have such a maturity 
date. However, most equity capital issuances are for the purposes of plant 
expansion. The measurement period related to the stock issuance expense in- 
curred in the average life of the plant. 

We recommend that a new subsection be added to section 23 of the Internal 
Revenue Code which would permit corporations to amortize capital stock 
issuance expense over a period consistent with the average life of the property, 
plant, and equipment. 





McKENNAN, Rippirorp & SEVENICH, 
Minneapolis 2, Minn., June 9, 1953. 
COMMITTEE ON WAYS AND MEANS, 
House of Representatives, Washington, D. C. 

GENTLEMEN: The attached statement deals with a proposal to grant equitable 
relief to ministers of the gospel. It is submitted under item 33 of topics to be 
considered by your committee. This submission is made in lieu of personal 
appearance. 

As provided in the procedure data, 50 copies are furnished herewith. Your 
consideration is earnestly solicited. 

Respectfully, 
Ray G. McKENNAN, 
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JUNE 9, 1953. 
To the COMMITTEE ON WAYS AND MEANS, 
House of Representatives, Washington, D. C.: 

The following is submitted for consideration, relating to proposed changes in 
the Internal Revenue Code as set out in procedure data, and relating to item 33, 
the determination of taxable income inclusions and exclusions. 

It is proposed that section 22 (b) (6) of the Internal Revenue Code be 
amended to read as follows: 

“(b) The following items shall not be included in gross income and shall be 
exempt from taxation under this chapter: 

“*(6) MINIsSTERS.—The rental value of a dwelling house and appurtenances 
there furnished to a minister of the gospel as part of his compensation; or that 
part of the monetary compensation of a minister of the gospel which is paid 
expressly in lieu of furnishing him a dwelling house, to the extent that such part 
does not exceed the rental value of the dwelling house, and appurtenances 
thereof, occupied by such minister; ” 

This suggested change is made in the interests of equity between those min- 
isters of rich churches, which churches can and do furnish dwelling houses to 
their ministers, the value of which is tax free; and those ministers of poorer 
churches, which churches cannot furnish such dwelling houses, with the result 
that the minister of a poorer church must pay a tax on the total value of his 
compensation, while the minister of a rich church has the benefit of that value 
tax free. 

The proposed code change follows the decision of James R. MacColl III, in 
the District Court (N. D. IL, 91 Fed. Supp. 721), decided in 1950, wherein it 
was held that an allowance to a minister in lieu of furnishing living quarters 
was not considered to be taxable income. The Commissioner of Internal Rev- 
enue has not acquiesced, and those ministers entitled to relief must litigate in 
order to get relief. 

The proposed change would create an equitable condition for ministers simi- 
larly situated, and would probably eliminate court action by those who would 
seek relief. 

The foregoing is submitted for your consideration. 

Respectfully, 
Ray G. McKENNAN, 





STATEMENT SUBMITTED BY THE NATIONAL ASSOCIATION OF WOOL MANUFACTURERS, 
oo 


New York Cliry, IN Re Topic 33, THE DETERMINATION OF TAXABLE INCOME 
INCLUSIONS AND EXCLUSIONS 


The association recommends amendment of the code to accept taxpayers con- 
sistent policy of handling major repairs, tools, jigs, dies, fixtures, and short-lived 
eapital assets. This action is but a corollary of the recommendation on 
depreciation. 





STATEMENT OF Hon. PETER F. Mack, Jr., on H. R. 4275, ConceRNING THE TAx- 
ABILITY OF A CASH ALLOWANCE Paip TO CLERGYMEN IN LIEU OF FURNISHING 
THEM A DWELLING 


On March 26 of this year, I introduced H. R. 4275 to permit clergymen to 
exclude from gross income that amount paid to them by a church specifically in 
lieu of furnishing them a dwelling house. 

Under our present tax laws, section 22 (B), persons who are furnished a dwell- 
ing house in connection with their occupation must include within gross income 
for tax purposes the rental value of such dwelling. Subsection (6) exempts 
clergymen therefrom. In most cases such dwelling house is the parsonage, manse 
or parish house. Yet where the church does not furnish its clergy a dwelling 
house because it does not own one or because of other circumstances, the sum 
of money paid by the church to the clergyman specifically in lieu of furnishing 
him a dwelling must be included in gross income and taxed in the usual gradu- 
ated manner. 

If enacted, my proposal would remove this inequity and permit all clergymen 
to exclude from gross income that part of a specitic rental allowance up to the 
rental value of the dwelling house actually occupied. 

This situation was called to my attention by an official of a State Baptist 
organization. Upon looking into the matter, I realized that the present tax laws 
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are discriminatory among our clergy. I was rather surprised that my bill has 

ttracted to much attention, but I am pleased to say that among all the corre- 
pondence and communications that I have received, there has not been one in 
pposition. 

Realizing the thoroughness of this committee, I have ascertained the fol- 
owing statistics that demonstrate the necessity of amending this section to 

low the same benefits for all of the clergymen, whether furnished a dwelling 

- required to rent one: 

In 1940 there were 133,449 clergymen. The annual median salary was approxti- 

ately $1,100. Of the clergymen 80.9 percent were receiving less than $2,000 
er year and 90.9 percent less than $3,000. Only 1.1 percent were receiving more 

in $5,000 annually. 

Che most recent figures obtained in advance of formal printing disclose the 
number of clergymen has risen to 167,471. The average median income has 

sen along with the cost of living to $2,412. Of our clergymen 55 percent are 

ceiving less than $2,500 per year. This is some $256 less than the $2,668 
innual median income for our labor force. It is well to keep in mind that 
any of these clergymen support families like the rest of us, and that many of 
these clergymen still receive low incomes based on the 1940 cost of living but 
ust pay 1953 rents for a dwelling house. 

Although most people are aware of it today as they have never been, it is 
pertinent to quote from a letter I have received on this bill: “As a church execu- 
tive * * *, T have long been aware of the inequity and discrimination resulting 
from the present situation. As I know * * * probably half of our ministers 

re not provided with parsonages. Therefore, they rent homes up to perhaps 
$100 per month. They may receive a salary of $1,200 per year increase over a 

inister in a comparable parish to compensate for their rental obligation. But, 

we well know, the $1,200 is not deductible and they actually pay income tax 

on this additional $1,200 (at graduated rates). I think I know the situation 
fairly well and that this illustration describes the problem faced by at least 
of our 7,000 ministers * * *” 

“I do not believe in advocating special favors for the ministry. However, in 
I situation, it would seem that the legislation ought to provide either that 
every minister occupying a parsonage rent free should be taxed on the rental 

alue of that parsonage, or that the legislation recommended in H. R. 4275 
hould be enacted.” 

“T repeat, the present practice is definitely discriminatory.” 

The one official public statement of which I have heard is a resolution that 
was adopted by the General Assembly of the Presbyterian Church of the United 
States (Southern) in June of this year which said: “That we inform the National 
Council of Churches of Christ in the United States of America that we are in 
sympathy with the sentiment expressed in House bill 4275, United States Con- 
gress.” 

Personal communications to me from top officials in many denominations have 
indicated to me that, while no official action has been taken in an assembly, that 
this proposal would be desired by all. 


One clergyman who is an assista » pastor in a parish in the South told 








me in his letter favoring H. R he owned | own home when he was 
called to this parish. He said that the church rented its usual home for the 
assistant and gave that rent to him to compensate for his using his own home 
Recently the Bureau of Internal Revenue has informed him that he must pay 
tax on that rental allowance, even though the pastor is living in a larger, more 
expensive home, tax-free. This clergyman has two sons in the process of 


becoming clergymen and the extra tax he is now bound to pay on his cash rental 
allowance is discriminatory. 

From Indianapolis came a letter stating approval of this measure and pointing 
out that three-fourths of 500 ministers are not furnished parsonages, 

From Iowa comes the statement: “I do not feel the ministry should have any 
special favors but it seems to me that this particular piece of legislation ought 
to equalize the matter between those ministers who have cash allowances for 
their rent and those ministers who are provided parsonages by the church.” 

From Indiana comes the opinion that “It would seem that in all fairness to 
all concerned, there ought to be some uniformity about this practice. It would 
seem to me that the passage of H. R. 4275 would be a satisfactory way to handle 
the situation.” Another from the same State points up the inequity and discrim- 
ination against ministers who are not provided with a parsonage, but instead 
receive a cash allowance in lieu thereof which is taxable. 
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From Pennsylvania a pastor points out that there are situations where con- 
gregations find it more to their advantage to pay rent rather than to own a 
pursonage. 

Another letter from Indiana is from the executive secretary of a State religious 
organization who says, “I travel this Nation a great deal and am in constant 
conference with ministers, and I find that the present rules of the income tax 
make for real discrimination against a large section of our clergy. My hope is 
that this bill will receive favorable consideration.’ 

Another clergyman argues thusly, “I speak as one of those ordained ministers 
who does not have the privilege of living in a parsonage. Those of us who 
find it necessary to pay for our own housing out of the regular salary which we 
receive often find that this item becomes quite a financial factor in view of the 
graduated income tax scales,” 

Still apother states, “Passing this bill will bridge the inequity which now exists 
between ininisters’ income taxes, The present practice of income taxes seems 
discriminatory.” 

This is a sample of the opinion that has come to my attention. I had hoped 
that this bill could have been considered this year. I realize, however, that 
your committee has had a most busy schedule and it is difficult to act on all 
meritorious legislation I do believe that we should exert every effort to have 
this bill enacted into law as it is quite obvious a serious injustice is being done 
to those ministers who must provide their own home. 

Mr. Chairman, I hope that your committee will favorably report this bill at a 
very early date. Certainly, in these times when we are being threatened by a 
godless and antireligious world movement we should correct this discrimination 
against certain ministers of the gospel who are carrying on such a courageous 
fight against this foe. Certainly this is not too much to do for these people 
who are caring for our spiritual welfare. 





STATEMENT OF AMERICAN FEDERATION OF LABOR RE Topic 33, DETERMINATION OF 
TAXABLE INCOME INCLUSIONS AND ExCLUSIONS 


The American Federation of Labor would oppose amendments to present laws 
that are not justified by strong consideration of equity and would operate so as 
not to contribute to the possibility of tax avoidance by any group of taxpayers. 





STATEMENT OF THE AMERICAN LIFE CONVENTION, CHICAGO, ILL., AND LIFE 
INSURANCE ASSOCIATION OF AMERICA, NEW York, N. Y., Re Topic 33 


Mr. Chairman and members of the committee, the following suggestions for 
revision of the Internal Revenue Code are submitted on behalf of the life-insur- 
ance business and are based on studies of joint committees of the American Life 
Convention and the Life Insurance Association of America. The composition of 
these associations was described at the time of our appearance before the 
committee on topic 14. 


INCOME TAX TREATMENT OF TRANSFERS OF LIFE-INSURANCE POLICIES FOR VALUABLE 
CONSIDERATION (SEC. 22 (b) (2) (A) (1. RB. C.)) 


Under present law, the general exemption from income tax accorded to the 
proceeds of a life-insurance policy payable by reason of death does not apply 
where such a policy has been transferred for a valuable consideration. In such 
cases, only the actual value of the consideration paid plus premiums and other 
sums subsequently paid by the transferee is exempt from income taxation, 
Death benefit proceeds over and above these exempt amounts must be included in 
the gross income of the transferee. 

For many years it has been common practice to utilize life insurance in con- 
nection with partne rship agreements, and with stock purchase plans in closely held 
corporations. Under these agreements the lives of partners or stockholders are 
insured, subject to an understanding that upon death the insurance proceeds will 
be accepted in full settlement of the interest of the deceased partner or stock- 
holder. The insurance proceeds usually are paid to the dependents of a de- 
ceased partner and utilized for their support and maintenance. This makes it 
unnecessary for them to look to the business for their support. The transfer-for- 
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iluable-consideration rule has produced unintended and inconsistent results in 
he field of such business life insurance. Form frequently supersedes substance. 

For example, in the case of a partnership agreement, partners A and LB agree 

hat upon the death of either, the survivor will pay to the decedent’s estate a fixed 

im representing the value of the decedent's interest. To assure fulfillment of 
the agreement, partner A obtains a life-insurance policy (with himself as bene- 

iary) on the life of B, in an amount equal to the agreed purchase price for the 
lecedent’s interest. Partner B takes out a similar policy on A's life. Upon 

sath, the survivor collects the insurance proceeds and buys the interest of the 
ecedent pursuant to the partnership agreement. Here the proceeds of the policy 
re very properly exempt from income taxation. But if each of the partners had 
previously taken out a policy on his own life and later assigned it to the other, 
the tax consequences would be materially different Each partner having as- 
ned his policy in consideration of a similar assignment by the other, the trans- 
er-for-valuable-consideration rule would apply. Upon the death of a partner, the 
proceeds of the policy on his life, less the consideration of any premiums paid by 
the surviving partner, would be taxable as income to the survivor. Thus, al- 
though the partnership agreement is the same, different tax consequences follow. 

In some circumstances, business insurance arrangements cannot be satisfac- 
torily completed without an assignment. For example, X, Y, and Z, stockholders 
na closely held corporation, enter into a stock purchase agreement whereby on 
the death of one stockholder the survivors will have the right to purchase the 
decedent's stock. Life insurance i; to be used to provide the purchase money. 
X is uninsurable but has insurance previously bought, which he could assign to 
the others. The transfer-for-valuable-consideration rule in its present form makes 
this solution inadvisable because upon the death of X, the survivors would be 
taxable on the proceeds of their policies, less the actual value of the consideration 
and premiums paid by them. If X dies shortly after the assignment, practically 
the entire proceeds are taxable and the funds remaining after tax may not be 
enough to carry out the stock purchase agreement. On the other hand, if Y or Z 
dies, the proceeds of his policies are free from tax only because no assignment 
was involved. 

Under the same purchase agreement described above, assume that X dies and 
his stock is purchased by Y and Z, with the proceeds of life insurance which they 
have procured on the life of X. The estate of X owns policies on Y and Z, the two 
survivors. Y needs the insurance held by the estate of X on the life of Z and Z 
needs the insurance held by the estate of X on the life of Y. However, they can- 
not purchase his insurance without there being a transfer for valne involved, 
with the result that upon the death of the insured a portion of the proceeds would 
be subject to income taxes The estate of X is therefore forced to surrender the 
policies for their cash surrender values and Y and Z are compelled to buy addi- 
tional insurance on the life of each other, assuming that they are still insurable. 

The transfer-for-valuable-consideration rule discriminates against individuals 
who are not insurable. New insurance cannot be taken out on their lives for 
business insurance purposes. Existing insurance cannot be used because an as- 
signment of such insurance would result in a tax being laid on death benefit pro- 
ceeds. The rule is also unfair to insurable business partners and stockholders 
who would prefer assigning existing insurance for business insurance purposes. 
The rule forces them to buy new insurance. Moreover, in some cases they might 
find it necessary to surrender existing insurance in order to pay for the new 
insurance. Taking out new insurance and surrendering existing insurance is 
always costly and as far as possible should be avoided. 

Undoubtedly the transfer-for-valuable-consideration rule was intended to 
apply to speculative investments in life insurance where the assignee has no 
insurable interest and buys the policy as an investment. We believe that the 
rule was not intended to apply to an assignment of life insurance to a person 
who has an insurable interest in the life insured. Such a person obviously can 
purchase new insurance on the life of any insurable individual in whom he has 
an insurable interest and the assignment for value rule would not apply to such 
a transaction, But the rule would apply if the person with an insurable interest 
should purchase a policy direct from the insured person because such a purchase 
would involve an assignment. There appears to be no logical explanation for a 
rule which distinguishes between these two fundamentally alike transactions 

The original intent of the transfer-for-valuable consideration rule can be pre- 
erved by an amendment which would make the rule inapplicable to transfers 
involving insurable interest. This would remove the difficulties caused by the 
rule in the field of business insurance. 
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We therefore suggest that the next to the last sentence of section 22 (b) (2) 
(A) be amended [shown in italics] to read as follows: “The preceding sentence 
shall not apply in the case of such a transfer if such contract or interest therein 
has a basis for determining gain or loss in the hands of the transferee determined 
in whole or in part by reference to such basis of such contract or interest therein 
in the hands of the transferor, or if the transferee at the time of such transfer 
has an insurable interest in the life of the person insured.” 


INCOME TAXATION APPLICATION OF DOCTRINE OF CONSTRUCTIVE RECEIPT TO LIFE 
INSURANCE POLICY TRANSACTIONS 


Misapplication by the Bureau of Internal Revenue of the doctrine of construc- 
tive receipt to certain life insurance policy transactions has created confusion 
and worked much hardship. 

Life insurance policies contain many contractual options for settlement of 
proceeds. Recently the Bureau issued rulings holding that the doctrine of con- 
structive receipt applies to the exercise of several of these contract options, 
These rulings are contrary to earlier rulings dealing with similar insurance 
transactions.“ They produce tax consequences never anticipated by owners of 
endowment life insurance policies. 

Two recent Bureau rulings are given in the appendix to this memorandum. 
One ruling (see item 4 of the Connecticut Mutual Life letter ruling) involves one 
of the most important options in a life insurance endowment policy—the right 
prior to maturity to elect to receive the endowment proceeds in installments. 
The Bureau applied the doctrine of constructive receipt to a factual situation in 
which the policy owner elected such an installment settlement, and reserved the 
power to commute the installments and receive payment thereof in a single sum. 
Although the taxpayer would receive no cash at maturity, under the ruling he 
would be required to report as income the maturity value of the endowment 
policy less the net cost of the policy. 

The Bureau recognized that to constitute constructive receipt, the taxable 
income must be credited or set apart to the taxpayer without any substanial 
limitation or restriction. But its ruling failed to mention that the doctrine is 
no applicable if the taxpayer must give up valuable rights in order to reduce the 
income to possession. Under the facts presented to the Bureau, it is clear that 
the exercise of the right to commute unpaid installments would involve giving up 
the taxpayer’s contractual right to receive a fixed rate of interest on the balance 
of principal being held by the insurance company. 

In the Jefferson Standard ruling, page 42 of the appendix, the taxpayer had 
the contract right to exchange his $5,000 endowment policy for a paid-up life 
policy in the sum of $5,000 plus a cash payment of $2,110. The Bureau ruling 
held that the taxpayer realized taxable income. (Cash received $2,110, plus the 
value of the new paid-up life insurance policy, minus the cost of the original 
endowment policy $4,074.65.) Here again the Bureau did not recognize that in 
order to reduce the value of the paid-up life policy to possession the taxpayer 
would be deprived of valuable contract rights. These valuable rights were as 
toliows: 

1. The paid-up life policy was issued as required by the terms of the origi- 
nal endowment policy on a more favorable basis than was available to 
applicants for new insurance, 

2. The single premium life policy received under the conversion option 
provided for more generous cash surrender values than would have been 
available under a policy issued to a new applicant. 

The Bureau ruling erroneously assumes that the policyholder’s election was 
simply an election to cash the endowment policy and to purchase a new single 
premium life policy with part of the surrender value. This was far from the 
ease. The original contract gave the policyholder the right to make the conver- 
sion on a basis that was not then available to new applicants. To reduce the 
income to possession would result in a substantial financial loss. 

Unless something can be done to protect life insurance policyholders from 
rulings which make this unfair application of the doctrine of constructive 
receipt, Congress is urged to grant legislative relief. Presently the Bureau rulings 
have created hardship in the case of many policy owners who have already made 
elections such as those described. The rulings create confusion in the minds of 
other policy owners who plan to exercise these optiens in the future. 


2See Freyburger, Constructive Receipt of Income: Settlements Under Life Insurance 
Contracts. Taxes—the Tax Magazine, November 1952, p. 867. 
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APPENDIX 
CONNECTICUT MUTUAL RULING 


Unirep StTares TREASURY DEPARTMENT, 
OFFICE OF COMMISSIONER OF INTERNAL REVENUE, 
Washington 25, March 17, 1952. 
[fue CONNECTICUT MUTUAL LIFE INSURANCE Co., 
Hartford, Conn. 
(Attention: Mr. Harold N. Chandler, vice president.) 

GENTLEMEN: Reference is made to your letter dated December 14, 1951, in 
which you enclose a specimen form of a policy contract issued by your company. 
he contract is that of an endowment policy issued for a specific number of 
vears and maturing at a designated age of the insured. The face amount of 
the policy will be paid if the insured survives the specified term of years or in 
the event of the death of the insured before the expiration of such term of years 
the face amount will be paid to a designated beneficiary. Certain income settle- 
ment options are provided which are available at the maturity date or at prior 
maturity by death or upon surrender for cash value. You present certain com- 
ments and questions to which you desire answers in order to prepare informa- 
tion at source returns. For the purpose of clarity those comments and questions 
are quoted below immediately followed by the applicable answers : 


“(1) Payments made on surrender of a life-insurance policy 

“(a) if the proceeds are paid in lump sum we understand that even though 
there may be a taxable gain, it is not reportable on an information at the source 
return. 

“(b) Suppose, however, that prior to the surrender date the insured elects 
to receive the proceeds as an annuity or in installments— 

“(I) Is the gain taxable on the surrender date? 

“(ILl) What is the ‘cost’ basis for purposes of reporting the annuity or 
installment payments: Is it the net premiums paid for the endowment con- 
tract, or the cash surrender value? 

(In your letter of March 3, 1950, to us you indicated that the cash-surrender 
value rather than the total amount of premiums paid would be considered the 
‘cost’ for tax purposes. Because of subsequent conflicting statements we should 
like your contirmation that the cash-surrender value should still be considered 
as the ‘cost’.)”’ 

Answer: It is assumed that in this question you have reference to an instance 
where an insured, desiring to receive at a date earlier than the maturity date, 
the then proceeds (cash-surrender value) of the policy, elects prior to the sur- 
render date, to surrender the contract and receive the cash-surrender value in 
accordance with an option which provides for annuity or installment payments. 
On that assumption, it is held that the insured will not constructively receive 
the cash-surrender value on the surrender date. The basis for the purpose of 
reporting the periodic payments is the total of the net premiums paid for the 
policy. No loss will be allowed with respect to the surrendered policy since any 
unrecoyvered premiums are considered as the cost of insurance during the period 
the surrendered policy was in force. 

With respect to your reference to Bureau letter dated March 3, 1950, your 
attention is invited to paragraph 4 of that letter wherein it was stated that in 
the absence of a specific contract under which payments are made this office 
could not advise with respect to the taxability of such payments. The citation is 
paragraph 5 of that letter of the case of Burtha M. Fisher (12 T. C. 1028) was 
made in the nature of general information to indicate the treatment by the Bureau 
in determining the cost of annuities in a case where life-insurance policies were 
surrendered and annuity contracts received in lieu thereof. The citation was 
not a ruling which could be used in all cases to determine such cost and was not 
so intended. 


“(2) Accelerated endowment maturity by application of dividends followed by 
annuity or installment payments 

“You will note on page 2 under ‘Annual participation in surplus and applica- 
tion of dividends’ that the insured is granted a contract right to accelerate 
endowment maturity by the application of dividends. 

“(a@) What are the tax consequences if the insured elects to apply the divi- 
dends as provided in the contract and matures the contract for cash at an earlier 
date? 
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“(I) Is any gain taxable at maturity? 

“(II) Is it reportable by us on an information at source return? 

“(b) Furthermore, if the insured elects to receive the proceeds as an annuity 
or in installments: 

“(I) Is the gain taxable on the accelerated maturity date, and, if so, is 
it reportable by us on an information at source return? 

“(1I) For purposes of the information at source return, is the tax on the 
annuity or installments payments to be computed upon the basis of the net 
cost of the endowment contract or upon the total proceeds at maturity?’ 

Answer: The provision in the policy for application of dividends reads in part 
as follows: “Whenever the reserve on this policy and on any paid-up additions 
hereto, with any accumulated dividends credited, * * * shall equal the face 
amount of this policy, then upon surrender hereof and release of such dividends 
and paid-up additions the company will pay the face amount of this policy as a 
matured endowment, less any indebtedness to the company on or secured by this 
policy.” 

If the contract matures at an earlier date by reason of the application of 
accumulated dividends credited in accordance with the provisions of the policy 
and the proceeds are received on the earlier mateurity date, the income there- 
from is includible in gross income as provided in section 22 (b) (2) for the 
taxable period in which the earlier maturity date occurs. 

All persons making payment to another person of fixed or determinable income 
of $600 or more in any calendar year beginning after December 31, 1947 (or 
$500 for the years 1942 through 1947) must make a return thereof for such 
year on form 1099. Sums paid in respect of life insurance endowment, or 
annuity contracts which are required to be included in gross income under 
sections 29.22 (b) (1)-1, 29.22 (b) (2)-1, and 29.22 (b) (2)-2 come within the 
meaning of the term “fixed or determinable income” and are required to be 
reported in returns of information, except that payments in respect of policies 
surrendered before maturity and lapsed policies need not be reported. Ac- 
cordingly, if the contract is matured at an accelerated maturity date under 
the terms of the policy the amount paid to the insured on the accelerated 
maturity date is required to be reported in an information return. 

If the insured elects, prior to the earlier maturity date, to receive the pro- 
ceeds in periodic payments the insured does not constructively receive the total 


amount of the proceeds on the earlier maturity date. The basis for the purpose 
of reporting the periodic payments is the net cost of the endowment contract 
(premiums paid less dividends credited) plus the dividends and paid-up additions 
released and applied to make the policy mature at an earlier date. 


“(3) Exchange of life or endowment policies 


“Also on page 2, under ‘Change of Plan,’ the contract grants the insured the 
privilege of changing either the type of the policy or the duration of the premium 
paying period. 

“(1) Is any cash received at the time of exchange taxable to the insured 

or reportable by use on an information at the source return?” 

Answer: Where a life insurance policy is exchanged for cash and another 
life insurance policy income is realized from the exchange, the amount to be 
determined by the difference between the amount of cash plus the value of the 
policy received and the total amount of the premiums paid, the total of such 
premiums to be reduced by an amount equal to any so-called dividends which may 
have been paid or credited to the policyholder but which were not included in 
his gross income for Federal income-tax purposes. The phrase “value of the 
policy received” means the amount the insurance company would have charged 
for a similar policy had it been acquired by outright purchase rather than 
through an exchange of policies. (See also Charles C. Parsons, 16 T. C. 256). 
Such income is required to be reported in an information return. 

“(4) Withdrawal and commutation privilege 

“It is pretty well established that endowment proceeds are not constructively 
received if prior to the maturity date an election is made to receive installments 
or an annuity. 

“(1) What effect would the introduction of either one or both of a with- 
drawal right or commutation privilege have on the tax basis for purposes 
of reporting to the Bureau?” 

Answer: Income which is credited or set apart for a taxpayer and which may 
be drawn upon by him at any time is subject to tax for the year during which 
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so credited or set apart, although not then actually reduced to possession. To 
constitute receipt in such a case the income must be credited or set apart to the 
taxpayer without any substantial limitation or restriction as to the time or 
manner of payment or condition upon which payment is to be made, and must 
be made available to him so that it may be drawn at any time, and its receipt 
brought within his control and disposition. 

If the insured under the terms of a policy has the right to withdraw the 
proceeds of the policy at any time after the maturity date regardless of any 
election exercise prior to the maturity date, the income from the policy will be 
constructively received on the maturity date. 

Very truly yours, 
B. I. McLarney, 
Deputy Commissioner. 


JEFFERSON STANDARD RULING 


The Jefferson Standard Life Insurance Co., of Greensboro, N. C., received 
a copy of a ruling by Deputy Commissioner E. I. McLarney, dated August 13, 
1951, from Mr. P. F. Allen, a conferee of the local collector’s office, reading as 
follows: 

TEs © saa 
“SG-2. 
“AuaustT 23, 1951. 

“The facts presented indicate that on December 15, 1938, the taxpayer pur- 
chased a single premium 10-year endowment policy from the Jefferson Standard 
Life Insurance Co., of Greensboro, N. C., by a payment of $4,074.65. The policy 
provided for the payment of the sum of $5,000, to the taxpayer at the maturity 
date of the policy or in the event of the prior death of the taxpayer to the bene- 
ficiary under the policy. The policy also provided for the election, at maturity, 
of one of the following options in lieu of all other benefits : 

“(1) Surrender the policy for a participating paid-up policy payable at 
death for $8,650 or 

“(2) Surrender the policy for a participating paid-up policy payable at 
death for $5,000, and withdraw in cash $2,110. 

“On December 15, 1948, the maturity date of the policy, the taxpayer elected, 
under option (2) above, to surrender the policy for a participating paid-up 
policy payable at death in the amount of $5,000, and to receive $2,110 in cash. 
The taxpayer also received accumulated dividends in the amount of $564.29. 
It is stated that the cost of the paid-up policy is $2,890. However, it is noted 
that this amount is shown on the photostatic copy of the ‘Home Office Report 
Stub.’ as being the cash-surrender value of the paid-up policy. 

“This Bureau has held that if an insured exercises his right under an option 
to receive a paid-up life insurance policy in lieu of a cash payment, he in effect 
exchanges one kind of policy for another, and may, under certain circumstances, 
incur income-tax liability as a result of such exchange (Cf. S. O. 55, C. B. No. 3, 
54). 

“Where a single premium endowment policy is exchanged at maturity, for 
cash and a paid-up life insurance policy, income is realized from the exchange, 
the amount to be determined by the difference between the amount of cash plus 
the value of the policy received and the total of the amount of the premiums 
paid, the total of such premiums to be reduced by an amount equal to so-called 
dividends which may have been paid or credited to the policyholder but which 
were not included in his gross income for Federal income-tax purposes. The 
term ‘value of the policy received’ means the same price that any person of 
the same age, sex, and condition of health as the insured would have to pay 
for a similar policy with the same company on the date the exchange took place. 
The cash surrender value is not to be used in the computation of gain. 

“In the instant case, while the conversion of the endowment policy to a paid- 
up life insurance policy was accomplished by means of an amendment to the 
original policy rather than by the issuance of a supplementary contract it never- 
theless resuited in the taxpayer being insured under a different type of contract. 

“On the basis of the facts presented, it is held that upon maturity of the 
10-year endowment policy, the taxpayer realized taxable income to the extent 
that the cash received plus the value of the paid-up life insurance policy exceeds 
the net cost of the original policy. 

“E. I. McLarney, Deputy Commissioner.” 
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STATEMENT OF PuHiLip A. HERSHEY, CERTIFIED PUBLIC ACCOUNTANT, SAN FRAN- 
crisco, CALIF., Re Topic 33, THE DETERMINATION OF TAXABLE INCOME, INCLU 
SIONS AND EXCLUSIONS 
Gradually the Tax Court is coming around to a realistic approach to income. 

In the case of Carpenter in the Tax Court, a decision which has just been handed 
down, the Tax Court corrected a situation that had placed many people in 
jeopardy, namely having to report as income amounts which they never had 
received and in many cases never would receive due to the handling of patronage 
dividends by cooperative organizations. However the taxpayer should not 
be forced to wait for relief by the courts. No tax law should be passed which 
is so complicated that it cannot be easily determined as to what is taxable income 
and what is not. 


STATEMENT OF THE WEST VIRGINIA STATE CHAMBER OF COMMERCE RE Topic 83, 
TAXABLE INCOME INCLUSIONS AND EXCLUSIONS 


This is within the intent of our endorsement of the proposition that tax 
accounting should be conformed to sound accounting and business practices 
Additional testimony on topic 33 appears on p. 131 in pt. L.) 
TOPIC 34—GIFT- AND ESTATE-TAX PROBLEMS 


The CHarrman. Mr. Brown, we will now be glad to hear your 
testimony on topic 34. 


STATEMENT OF GERARD S. BROWN, CHAIRMAN, COMMITTEE ON 
FEDERAL LAW AND LEGISLATION, NATIONAL ASSOCIATION OF 
LIFE UNDERWRITERS 


Mr. Brown. Under section 811 (g) (2), the proceeds of insurance 
upon the life of a decedent, payable to a beneficiary other than the 
decedent’s estate, are included in his gross estate for estate-tax pur 
poses (a) if the decedent at the time of his death possessed incidents 
of ownership in the policy exercisable either alone or with any other 
person, or (6) if and to the extent that the decedent paid the pre- 
miums on the policy, directly or indirectly. The second of the fore 
going tests, which is well known as the premium-payment test, is 
ap plicab le only in the case of life insurance; no other type of assets 
is includible in a decedent’s gross estate on such a basis. Obviously, 
therefore, the premium-payment test constitutes a gross discrimination 
against life-insurance proceeds. 

This discrimination as well as certain anomalies involved in the 
application of the premium-payment test, can readily be shown by 
specific examples. a us assume that John Jones, 35 years of age, 
is in a position e give his wife $2,250 a year. If Mrs. Jones invests 
this money, in bonds producing interest at the rate of 24% percent 
per year, she will have accumulated in excess of $55,000 at the end of 
20 years, none of which will be taxable as a part of her husband’s 
estate, unless, of course, some or all of the annual gifts of money are 
shown to have been made by him in contemplation of death. On 
the other hand, Mrs. Jones can use these annual gifts to purchase 
$50,000 of 20-year endowment insurance on her husband’s life, in 
which he never has any incidents of ownership and over which he 
has no control. Now, if Mr. Jones lives for the full 20 years, Mrs. 
Jones will receive her $50,000 and if her husband should die the 
very next day, no part of that sum will be taxable in his estate. How- 
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ever, if he shouk 1 die even 1 d: lV before the 20 year period expires, 

, before the maturity d: . of the endowment contract, the entire 
$50,000 will have to be included in his estate. It should also be 
noted that none of the policy proceeds would be included in his 
estate if Mrs. Jones were to surrender the policy for its cash value 
at any time prior to his death. 

Again, assume that an insured transfers to his son a paid-up life 
insurance policy having a substantial cash value in order to provide 
the son with an asset which can be used by him as security for a loan 
to start a business. Assuming this transfer to be absolute, it will 
be subject to a gift tax. Assume, further, that the son predeceases 
the insured. In such event, the value of the policy will, like other 
property, properly be included in the son’s estate. [lowever, if the 

father should die more than 5 years thereafter, the policy proceeds, 
unlike any other kind of property, must also be included in the father’s 
estate under the premium-payment test. 

We believe that these examples are sufficient to demonstrate that 
application of the premium-payment test results in the following 
inequities : 

(a) It represents an unwarranted and unparalleled departure from 
the basic, general principle that an estate tax is to be assessed upon 
the value of property in which a decedent has oe incidents of 
ownership at the time of his death or which he ha ee in 
contemplation of death. Indeed, the premium. payment test can sub- 
ject to estate taxation the proceeds of policies in respect of ie h the 
decedent never had any ownership or control. 

(6) The insured’s transfer of life-insurance policies to another and 
his payment of premiums thereon are treated the same as transfers of 
property for gift-tax purposes, but the insurance proceeds are there- 
after treated in a unique and "discriminatory fashion for estate-tax 
purposes, 

(c) No recognition is given, in the application of the premium pay- 
ment test, to the substantial economic benefits available to the trans- 
feree or other owner of the policy up to the very moment of the in- 
sured’s death. Such benefits include, for example, the right to surren- 
der the policy for its cash value, to elect immediate annuity options, to 
borrow from the insurance company on the pane or to pledge the 
policy as collateral fora loan. In this connection, we again call atten- 
tion to the fact that if the donee of a policy surre nders a immediately 
prior to the insured’ s death, it will not be included in the insured’s 
gross estate, whereas if the policy is paid by reason of the insured’s 
leath, all the Pp rocee ds, j ne luding the surren der value « W il] be j ne luded 
in his gross estate. This can result in fact, it has resulted—in pol 
icies being surrendered with no gain to the Federal Government but 
with serious disadvantages to the dependents of insured persons. 

(d) Under the premium payment test, no recognition is given to the 
fact that many policies having a life-insurance element are not de- 
pendent exc lusive ly upon the death of the insured for their maturity, 
as, for example, 1 n the case of endowment policies. The premium pay- 
ment test can bring about a most anomalous result in connection with 
uch policies. As we have noted above, if an endowment policy upon 
which the premiums are paid by the insured is owned by his wife and 
the insured dies 1 day before the m: iturity date of the police y, the pro- 
ceeds will be included in his gToss estate: if he dies 1 day after ma- 
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turity of the policy, the proceeds will be excluded from his gross 
estate. 

(e) Last, but by no means least, the ae payment test discrim- 
inates in favor of persons of wealth in that, for example, if the wife 
of an insured is so situated financially as to be able to buy and pay 
for a policy on his life out of her own funds (i. e., funds other than 
those received from the insured for the purpose of purchasing the in- 
surance), the policy proceeds will not be included in the insured’s gross 
estate. 

In the circumstances, we most strongly urge that the premium pay- 
ment test be eliminated forthwith. To accomplish this result we rec- 
ommend that paragraph (3) of section 811 (g) be deleted and that 
paragraph (2) of that section be amended to read substantially as 
follows: 

(2) RECEIVABLE BY OTHER BENEFICIARIES.—To the extent of the amount receiv- 
able by all other beneficiaries as insurance under policies upon the life of the 
decedent [(A) purchased with premiums, or other consideration, paid directly 
or indirectly by the decedent, in the proportion that the amount so paid by the 
decedent bears to the total premiums paid for the :nsurance, or (B)] with re- 
spect to which the decedent possessed at his death any of the incidents of owner- 
ship, exercisable either alone or in conjunction with any other person. For the 
purposes of Eclause (B) of] this paragraph, the term “incident of ownership” 
does not include a reversionary interest. 

In conclusion, we should like to point out that the discriminatory 
nature of the premium payment test and the consequent need for its 
removal have also long been recognized by a number of other highly 
responsible organizations, both within and outside the life insurance 
industry. Such organizations include the American Life Convention 
and the Life Insurance Association of America (representing a com- 


bined membership of 240 life insurance companies domiciled in the 
United States and Canada, which have in force 98 percent of the legal 
reserve life insurance in this country), the American Bar Association 
and the Chamber of Commerce of the United States. Moreover, the 
elimination of this test was provided for by H. R. 6712 (80th Cong., 
2d sess.), which, it will be recalled, was passed by the House of — 


sentatives in 1948 but which, unfortunately, expired upon the subse- 
quent adjournment of Congress without Senate action having been 
taken thereon. 

The Cuatrman. Thank you very much, Mr. Brown. 

Mr. Brown. Thank you. 


STATEMENT OF ARTHUR B. HYMAN, ESQ., NEW YORK CITY 


The CuarrmMan. The next witness on our list is Mr. Hall, but Mr. 
Hyman has asked whether it would be possible for him to be heard, 
since he has to get away, and without objection we will hear Mr. 
Hyman at this time. 

Again, may I repeat that several members of the committee have 
had to be absent; they are trying to get away, and are having to attend 
to various other business, but I want to assure you that whatever you 
gentlemen say is going to receive the careful attention of all the mem- 
bers of the committee. 

Mr. Hyman. Thank you very much, Mr. Chairman. May I just 
make this observation, that I hope my wish will be fulfilled, that when 
this committee is not going to be deterred from taking drastic action 
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with reference to the present code, because there are a lot of barnacles 
that have accumulated by reason of previous congressional action. 

The CaamrmMan. Pardon me, but that is what we are striving for. 

Mr. Hyman. Yes. 

The CHairman. Perhaps our grasp may not equal our desire, but 
inyway, that is what we are trying to do. 

Mr. Hyman. The memorandum I had written previously contained 

about 30 pages, and I have tried to amend it, and revise it, and have 
been playing around with it for about a week, and after going over it 
and di scussing it, I have thrown it in the waste basket and started 
all over again. 

But may I make this further comment, with reference to the code, 
that if you want to do a necessary job, if you take the code from the 
beginning and write a new code for Internal Revenue—— 

The CuarrmMan. One of the problems is that in drawing a revenue 
bill we have to sacrifice certain items of revenue. 

Mr. Hyman. In my presentation this morning, for example, I am 
urging a simple system of taxing income, of taxing it to people who get 
it, and not those who might get it, if they did not do something 
with it. 

The Cuarrman. I think that is a very good thought. 

Mr. Hyman. And I point out the way in which that could be ac- 
complished, and I emphasize that there is no loss of revenue. The 
only revenues you get under the present provision are through 
njustices and inequities imposed upon the individual taxpayers that 
could be corrected through simplicity, and it should be accomplished 
just as easily as gift and estate taxes—much more easily. 

There was a time when we had the estate tax, before any gift tax. 


And people began to give away property; they gave it away directly, 
and they give it away through trusts, and of course, there was a loss 
of revenue in estate taxes. I doubt it was as great as the Treasury 
figured. 

But Congress in its wisdom decided, well, we will just tax those 
gifts, we will not wait for death, and then the question arose how and 


g 
at what rate will you tax the gift, and it was concluded that they would 
tax at approximately three-fourths of the rate imposed upon the 
estate of the decendent. 

Now, when you came to pass the gift-tax act, you did a very simple 

thing at that point, you said for the calendar year 1932 and each 
calendar year thereafter tax shall be imposed upon the transfer 
during each calendar year by any individual, resident or nonresident, 
on property received by gift. That is significant. The tax shall 
apply, whether transfer is in trust or otherwise, whether the gift is 
direct or indirect, whether the property is real or personal, tangible 
or intangible. 

Now, unfortunately it was felt you could not stop there, because 
in the income-tax section, unfortunately, you added on some ifs, ands, 
and buts, and made income of such trust taxable to grantors, and 
under the thought it would be inequitable to tax that income to 
grantors, you imposed a gift tax. 

Now, Mr. Chairman, that was definitely a step in the wrong direc- 
tion. Every gift should be taxed when it is made, 1 egardless of 
whether it is direct or indirect, whether it is revocable or irrevocable. 
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And there should be no further question concerning the corpus of 
the gift or trust. 

Suppose a man makes a trust with the right of revocation, and he 
pays a tax on it, is he not entitled to know the day he does that when 
he does it? Do you think the heirs, the beneficiaries who come after 
him should be confronted with the probability and the possibility 
that they will be faced with a nice bit of litigation with the Treasury 
Department, who want to tax that property again as a part of his 
estate? That is not necessary. It does not accomplish anything. 

You tax him on the gift to the party that he has parted with some- 
where during his life, and you tax the estate property, that is in his 
estate when he dies. It is just as simple as that. 

Now, if the property comes back to him, unless it is disposed of 
again by his wife, of course it is in the estate at the date of death 
and subject to the impact of the estate tax. But we do not follow 
that pattern. 

The thought was that when the act was passed taxing the gift, that 
you did it to encourage the making of gifts and the realization by 
the Government of revenue now, when the need was great instead 
of postponing it to the date of the man’s death. 

We know that gifts in trust with the power of revocation are com- 
pleted gifts, that title passes, although it is not to be taxed as such, 
and we have got a provision in the code that postpones the tax until 
the man dies. And I ask you, Would it not be a wonderful thing, not 
only for the Government, but for the people, if they were not encum- 
bered around with all of these difficulties? You would not lose any- 
thing by releasing them from the restrictions that have been imposed, 
and you would give them peace of mind and certainly save time and 
some litigation that is expensive and to no purpose. And more im- 
portantly, the two proposals that I have made would probably save 
the Government in administrative expenses alone in the Bureau of 
Internal Revenue hundreds of millions of dollars. It would enable 
you to cut the staff, because every time a change is made in the code, 
there must be added another 100, 200, or 2,009 more people put on the 
Federal payroll. 

That is a heavy price to pay for the little bit of revenue that is 
picked up from John Jones or Sam Smith. 

Now, there is one other question I want to discuss, and that is the 
question of contemplation of death. We know that has been a source 
of controversy fora longtime. We know the original concept of what 
was meant by contemplation of death, which was that a man made a 
transfer in the face of an immediate belief that he was going to die. 

Now, all of that difficulty could be eliminated by the simple process 
of taxing the gift when it is made. In taxing the decedent on the 
property that he owns at the time of his death, we have no worry, 
exce pt one: If the Congress is afraid that there is going to be any 
substantial loss of revenue by reason of the fact that the man chooses 
o dispose of his property before he dies, then let me say that it would 
. a very simple thing, where you want to encourage present gifts, and 
the realization of present income, and if you do not, then put it on a 
parity, tax a man who makes the gift precisely as you tax him if the 
property was in his estate at the time of death. That would not en- 
courage gifts, and people probably would not make them, at least, they 
would not make them in much lesser numbers, but you would at least 
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ave accomplished one of your objectives, and if you felt that the 
{ith hour transfer might esc ape some later tax, then I think you 
could prevent that re sult by having a provision that if the transfer is 
ade within a year—and I use that arbitrarily—the property of the 
ft shall be taxed at the full estate tax rate. 
I present, I think, a system that is so simple in its operation and 
absolutely fair to the people, that it would entail no loss of revenue, 
) lessening of gifts to people, and it would retain the right that every 
ee American, I think, should be entitled to. 
The Caarmman. Thank you very much for your fine presentation. 
Mr. Hyman. Thank you, Mr. C hairman. 


STATEMENT OF E. S. HALL, FARMINGTON, CONN. 


The Cuamman. Our next witness is Mr. E. S. Hall of Farmington, 
Conn. Will you give your name and the capacity in which you appear 
for the record ? 

Mr. Hatz. Yes, thank you. My name is E. 8. Hall of Farmington, 
Conn., research engineer and patent attorney. 

Late in 1931, the diesel engine research on which I had been work- 
ng was suspended by hard times. I undertook an engineering re- 
earch in economies, to find and get the “bugs” out of capitalism, to 
find and remove the basic cause of sti ikes and depressions. 

ae in 1945, as I was beginning to see that the correction of the 

esign of capitalism would involve the simplification of taxes, a change 

1 the impact ot taxes Stop »ped another diesel research project. L said 
to myse If: “The socializ: tion of America by acts of Congress has gone 

renough. Government’s job is to maintain justice; it has no busi- 


ess in business. Government has put me out of business. I'll go to 
Washington and put the Government out of my business.” 

Mr. Chairman, members of the ( ‘ommittee, good Americans, believ- 
ers in free private enterprise: It’s high time for you to stop giving 
iid and comfort to the enemy, and instead, give Americans a break. 
Give United States tax relief. 


Congress shall have power to lay and collect taxes on incomes, from whatever 
ource derived, without apportionment among the several States, and without 
egard to any census or enumeration. 

I have no quarrel with the sixteenth amendment. Your tax prob- 
lems began with the misuse and abuse of the sixteenth amendment. 

bine amendment did not give Congress the power to tax incomes— 

t power was available beforehand—but only the power to tax in 
omes without ap portionme nt among the seve ral States. ‘This amend- 
ment did not authorize, and it was not its intent to authorize, the 
departure from the rule and practice of uniformity and equity which 

id always prevailed in America in every field of taxation. It did 
ot authorize Congress to tax your income at a rate higher or lower 

than mine. It did not authorize progressive income taxation. 

Moreover, this amendment did not spec ify the nature of the tax 
payers whose incomes were to be taxed, nor did it define taxable income. 
\ business, however organized from sole elated or professional 
man to great corporation or cooperative, has no real being. A busi 
ness 1s an Impersonal operator, a legal fiction without substance; 
has neither soul nor body ; it doesn’t eat; it needs and ean have no 


46 pt > S 
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income. The attempt to tax business income, a thing that never was 
and cannot be defined, is complicated and confusing; it creates no end 
of problems. It is an attempt to collect taxes on the run, from a 
process, not from a point in a process. A business has no vote. Tax- 
ing business is not only tyranny; it is impossible. Business cannot 
pay taxes. Business is only a sieve through which incomes pass. A 
business is a distributor of income, a trustee, operating for the benefit 
of the individual persons who own the capital assets. A business, 
as trustee, uses trustee’s accounting and has no taxable income. 

The only person with taxable income is the natural person, the one 
who eats and thinks (?) and pays, and pays, and has always paid, all 
taxes. 

Taxable income is that which is received by natural persons as ulti- 
mate consumers; it includes wages, salaries, dividends, legacies, and 
gifts. Taxable income does not include insurance payments, return 
of capital, aid payments, fees, or any other payments made to any 
ae 

As I have said before, all these tax problems on which you labor so 
dilige ntly arise from two sources, both easily avoidable: (1) indirect 
taxation, the delusion that the personal tax burden can be lightened by 
taxing business; and (2) “progressive” taxation, the attempt to “soak 
the rich” and use part of the loot to buy the votes of the poor with 
“liberal” spending for “benefits” and socialized “security.” Both 
these sources of tax problems, taxing profits and “progressive” tax- 
ation, are socializing in p hilosophy and effect. Both are un-Ameri- 
can. Both are unconstitutional. The authority for taxing business 
and for “progressive” income taxation comes neither from the Con- 
stitution nor from the 16th amendment. It comes so far as I can see 
from the Communist Manifesto. 

Karl Marx said that to “abolish private property” and “centralize 
the tools of production in the hands of the State,” ten measures would 
be “pretty generally applicable.” Seven of the ten are embedded, in 
whore or in part, in our Internal Revenue Code. For example: 

(2) A heavy progressive or graduated income tax. 

(3) Abolition of ull right of inheritance. 

(4) Confiscation of the property of all emigrants and rebels. 

(5) Centralization of credit in the hands of the State, by means of 
a national bank with State capital and an exclusive monopoly. 

(6) Centralization of the means of communication and transport in 
the hands of the State. 

(7) Centralization of factories and tools of production owned by 
the State. * * * Communism in the Internal Revenue Code. That is 
the source of all tax problems. 

Said S. Burton Heath in Nation’s Business, March 1949: 


What a boon it would be if Congress would come up with a revenue act not 
only just and simple—but logical. 


Then he painted the picture of Joseph in Egypt and how he used 
confiscatory taxes during 7 fat and 7 lean years to socialize the country 
At the end of the cycle, Pharoah owned all the grain, all the ok 
all the land, all the people. And he concluded: 

It is conceivable that Karl Marx read Genesis before he drafted his famous 
“Communist Manifesto” with its ten-point program to “wrest by degrees all 
capital from the bourgeoisie.” * * * Every taxpayer knows how painful, how 
onerous, how discouraging bad income tax laws can be. 
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Is it too much to suggest, once again, that Congress toss this very unscientific 
law out the window and give us a new one? 

Is it too much to ask that the new law go back to first principles, raise the 
necessary money in a simple, equitable, scientific manner? 

Is it too much to hope that we can get a law that will tax us with the least 
possible damage to the American economic system? 

There’s no reason in the world we shouldn't have such a law. No reason, that 
I can imagine, except lethargy or political cowardice. 

To stop communism in America, remove its cause, and root it out of 
our tax laws. To avoid unemployment and depression, we must stim- 
ulate business immediately with the maximum incentive, complete tax 
relief, with the voluntary Liberty Revenue Act, a bill to let business 
voluntarily distribute profit justly before taxes, pay higher dividends 
to stockholders, pay the same high-rate dividends to management and 
labor, and care for seniority and retirement; to provide incentive pay 
for Government employees and cash aid to the needy; and to give 
everyone ability to pay the proportional income tax, the rate auto- 
matic ally adjust: able to balance the budget and restore and maintain 
the pure ‘hasing power of the dollar, in the hope of achieving strikeless 
prosperity and world-wide peace. 

I have asked many Congressmen to sponsor this bill. But you are 
all too driven by demands for more socializing laws, too busy doing it 
the hard way. You haven’t had time to grasp the amazing simplicity 
of the right answer. I give you the key = politic: al victory on a plat- 
ter, and you are afraid—afraid to pick it up and study it. That is 
perfectly natural. Every problem has an infinite number of wrong 
answers, but only a few right answers and only one best right answer. 
If we ever find that best right answer, it is always simple, the simple 
truth, and we say: “I guess I don’t understand it. If it is as easy as 
that, why didn’t somebody think of it sooner ?” F 

From 20 years of longer hours than Congress ever dreamed of, I 
can assure you that this is, indeed, the right answer, the true and 
singular solution of the tax and fiscal problem. 

A special emergency session will probably be called this fall to “do 
something” about taxes and unemployment. To insure that you will 
not say, then, that you haven’t had time to study this bill, I ask ths ut 
my accompanying statements, which explain and include the bill, be 
printed in the record. You may also insert A Tax Way Out of the 
World Dilemma from the Hartford Times. 

(The material referred to was filed with the committee.) 

The Cuarrman. The committee will stand in recess. 

(At 1:25 p.m., a recess was taken.) 
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MONDAY, AUGUST 10, 1953 


Hovset or REPRESENTATIVES, 
CoMMITTEE ON WAYS AND MEANS, 
Washington, D.C. 

The committee met at 10 a. m., Hon. Daniel A. Reed (chairman) 
presiding. 

The CuHairmMan. The committee will come to order. 

The committee will continue hearing testimony today on topic 34, 
gift and estate tax problems, and will begin hearings on topic 35, 
excise tax problems. 

The first witness is Mr. Samuel J. Foosaner, of Newark, N. J. 

Mr. Foosaner, we are glad to see you here. If you will give your 

ame and the capacity in which you appear, we will be glad to hear you. 


STATEMENT OF SAMUEL J. FOOSANER, ATTORNEY AT LAW, 
NEWARK, N. J. 


Mr. Foosaner. Mr. Chairman and gentlemen of the committee, my 
name is Samuel J. Foosaner. I am a Federal tax attorney, member 
of the firm of Foosaner & Saiber, special Federal tax lecturer, number 
of American universities, author of 4-year tax plan now being con- 
sidered by Federal taxing authorities, and am engaged in private 
practice in Newark, N. J. 

Having had the privilege of appearing before this honorable com- 
mittee a good many times in the last 10 years and knowing of its desire 
to improve our system of taxation and tax laws, I would like to 
address myself to certain of the gift- and estate- tax provisions of the 
code, simultaneously recommending changes in these particular 

egards. 

First, as to gift taxes, I would like to deal with the subject of gifts 
of future interests. 

GIFTS OF FUTURE INTERESTS 


Under the prevailing Federal gift-tax law (sec. 1003 (b) of Internal 
Revenue Code), a taxpayer is entitled to annual exclusions for gifts 
to any number of donees, up to $3,000 each, in any calendar year. In 
order to be entitled to such exclusions, however, the gifts must not be 
gifts of “future interests in property.” 

The code itself does not define the meaning of the term gifts of “fu- 
ture interests.” The regulations, in attempting to define this term, 
(Reg. 108, sec. 86.11), have invoked the legal concept of future inter- 
ests under real-property law. 

1591 
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The lack of a definition in the code has given rise to a tremendous 
amount of confusion. While generally it has been held that a gift 
of a future interest is one wherein the enjoyment of the economic 
interest is postponed, it is not always clear where such postponement 
occurs. The courts themselves have adopted diverse views. It has 
been implied that any gift in trust to a minor, particularly one of 
tender years, must, of necessity, be construed as a gift of a future 
interest. The courts have reasoned that even where an infant has an 
absolute right to the property given, by virtue of his legal incapacity 
to act for hims self and demand e either the income or principal, or both, 
no vift of a “present interest” can be established. Such a conclusion 
is most a; reaching. 

Whether the strictest interpretation of the courts, insofar as gifts 
of future interests are concerned, are correct or not, the fact is that 
the taxpayer is muddled. He does not know when he has made a 
gift of a future interest. Therefore, in effect, he does not ‘ey 
whether or not the gift is to be reported and donor and donee tax 
returns are to be filed, even though no gift tax may be due. As a 
consequence, many taxpayers unwittingly violate the Federal gift-tax 
law. Their attorneys have difficulty in advising them. With a con- 
flict in judicial thinking, counsel is on the horns of a tax dilemma. 
On the one hand, if the trust indenture under which the gift is made 
is libe - in every respect, and counsel deems it to have created a 
gift of a present interest, he cannot conscientiously serve his client 
when he recommends that the gift be charged against the lifetime 
specific gift-tax exemption. On the other, ‘if there is doubt in his 
mind as to whether or not the gift, in fact, is one of a present or 
a future interest, he is impelled to consider it a gift of future interest, 
and to urge that both donor and donee gift tax returns be filed. 

A study of the situation as it prevails ‘tod: ay makes it quite apparent 
that if a distinction is to be continued where gifts of future interests 
are concerned, the law should be clarified. Accordingly, it is recom- 
mended that section 1003 of the Internal Revenue Code incorporate 
a definition of the term “gifts of future interests in property.” 

The Crairman. Right there, may I ask in the course of your 
paper do you recommend a definition ? 

Mr. Foosaner. I have not, but I do not contemplate that it is a 
difficult matter to prepare the phraseology. 

The Cuarrman. The reason I ask is because many of those things 
we do want to clarify. For instance, there is no definition in the 
law of income, and we have a group working on it. I did not know 
whether you had prepared a draft of definition. 

Mr. Foosaner. I have not, but I would be glad to collaborate with 
Mr. Stam. Ido not think it is a difficult matter. 

The Cuarrman. Thank you very much. 

Mr. Foosaner. With the benefit of such a definition, the taxpayer 
and his counsel can be properly guided. Such tax benefits as may 
be available to the taxpayer can be enjoyed by him, and simultaneously 
the Government will recover all gift taxes to which it is rightfully 
entitled in this regard. Moreover, the curtailment in the amount of 
litigation otherwise destined to be heard can effectuate tremendous 
saving to both the Government and American taxpayers. 

Now, if you will, please, Mr. Chairman and gentlemen of the 
committee, I would like to suggest the elimination of the distinction 
entirely. 
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Consideration is merited of eliminating the distinction which now 
exists between gifts of present interests and gifts of future interests, 
it least insofar as minor beneficiaries are concerned. The prevailing 
aw poses some very serious practical problems. Our Government 
seeks to collect taxes primarily for revenue purposes. It does not de- 
sire to unnecessarily burden or harass the taxpayer where the resultant 
revenue is inconsequential, as is the case of tax collections in connection 
with gifts of future interests. The total tax is even smaller when 
we consider only those gifts made to minors. Yet, notwithstanding 
the smallness of the tax involved in the aggregate, many problems 
re unnecessarily provoked in indiv idual cases under the present law. 

Where a taxpayer creates a trust for an infant child, say age 5, 
transferring $6,000 to that trust, he is confronted with a weighty de- 
cision. Under a strict interpretation of the law, even if he provides 
that all of the income and principal shall be distributed to the minor 
whenever he demands it, he is not sure of enjoying the benefit of the 
annual exclusion with respect to the gift. Certainly where he denies 
to the beneficiary the right to the income and the principal the gift 
must be charged against his lifetime specific exe canon asa gift ofa 
future interest. 

If the donor provides for distributions to the beneficiary on his 
demand, he may lay himself open to the future whims of a youngster 
with respect to whose conduct or behavior he has no assurance what- 
soever. Thus, his very benevolence may tend to boomerang. And 
even here he may lose the benefit of his annual exclusion. Thus, if a 
taxpayer is desirous of pursuing a program under which he makes 
annual gifts of up to $8,000 (or $6,000 with his spouse’s consent if he 
is married ), in the hope of enjoying the benefit of the annual exclusion 
under the Federal gift-tax law, he is forced to make certain sacrifices. 
He must, in effect, abandon the reins over his infant children. This 
constitutes a most inequitable and unfortunate situation. 

[t is humbly submitted that the Federal revenue attributable to gifts 
of future interests made to minor children is relatively inconsequen- 
tial. Accordingly, it is urged that consideration be given to allowing 
taxpayers to make annual gifts up to $3,000 in the form of “future in- 
terests” to minor donees without considering such gifts as applying 
against the lifetime specific exemption. Alternative ‘ly, extend the an- 
nual exclusion to gifts made in trust which are indefeasibly vested 
in minors. 

So much, Mr. Chairman and gentlemen of the committee, for cift 
taxes. The next is Part I], Estate Taxes. 


ESTATE TAXES 


A certain amount of discrimination exists today, insofar as the Fed- 
eral estate taxation of life-insurance proceeds are concerned. The law 
provides that all life insurance which is payable to a deceased insured’s 
estate, as well as the insurance which is payable to named beneficiaries, 
with respect to which the decedent paid any of the premiums, directly 
or indirectly, or possessed any of the incidents of ownership at the 
time of his death, exercisable by himself alone or in conjunction with 
some other person, are includible in his gross taxable estate. This is 
verv serious indeed. 

The larger property holder does not know what to do. If he pos- 
sesses a substantial estate which lacks liquidity, he must either convert 
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property which produces income into cash or marketable securities, or 
face the danger of tremendous estate shrinkage upon the occurrence 
of his death. 

A man who has a million dollar net estate, most of which consists 
of a manufacturing plant, is faced with very substantial Federal 
estate and State inheritance taxes, and other mandatory costs at his 
death. To provide for these mandatory costs, he may be forced to 
sell his business, or go into a smaller business. To do this would 
mean to curtail his activities in such manner so as to employ fewer 
people. This is contrary to our American philosophy of expansion ; 
of expending venture capital, and of creating more jobs, thereby con- 
tributing to a larger national income. If he does not decrease his 
operations in this way, short of making arrangements which will 
guarantee the production of a certain amount of cash at his death, 
which arrangements are not always possible, consideration must be 
given to the procurance of substantial amounts of life insurance. 

But what happens? Suppose our taxpayer procures additional 
life insurance. Suppose he obtains a policy of $400,000 to meet his 
taxes and other mandatory costs. What then? Under the prevail- 
ing law, this entire $400,000 of insurance becomes includible in his 
gross taxable estate at death. It will be subject to taxes at a 42-per- 
cent rate. Thus, of the $400,000 of proceeds, $168,000 will be pay- 
able in Federal estate taxes. Since it is not likely that he will die 
until he has paid a substantial amount in premiums, there is a good 
chance that he may wind up with a losing proposition. If he pays 
premiums for a period of years, totaling, say, $300,000 before he dies, 
and his estate receives the $400,000 of insurance at his death, the total 
cost for such insurance will have been $468,000. 

There is something definitely wrong here. Something that re- 
quires correction. It poses too serious a problem to be passed over 
by Congress lightly. It has been ignored and neglected far too long. 
Perhaps, because of the technical nature of the entire question of 
Federal taxation of life insurance, the most intricate aspects have 
not been too clearly understood. Certainly, most laymen, inclusive 
of many substantial property holders, do not comprehend the impli- 
cations of Federal taxation of life insurance. 


$50,000 INSURANCE EXCLUSION FOR TAXES SUGGESTED 


Without adequate life insurance to meet the mandatory costs at 
death, a tremendous amount of unnecessary shrinkage in taxpayers’ 
estates must inevitably result. With the benefit of foresight and the 
exercise of prudent precaution in the obtaining of additional life 
insurance for essential estate liquidity purposes, the insured is pen- 
alized. In either situation, the taxpayer is hurt. This failure to 
respond to a very serious practical problem constitutes a damaging 
reflection on our tax laws. In an endeavor to at least partially fill the 
gap that now exists, a new plan is herein proposed. It is as follows: 

Permit a taxpayer to ie for and maintain as much as $50,000 of 
insurance on his life, designating the Director of Internal Revenue 
as the beneficiary. In the event of such taxpayer’s death, if the entire 
$50,000 is used for Federal estate taxes, exclude the entire $50,000 in 
computing his gross taxable estate. If less than this amount is used 
for Federal tax purposes in connection with the decedent’s estate, 
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issue noninterest bearing Government bonds for the excess, in the 
form of an unused credit. Thereafter, allow the decedent’s spouse, or 
iny member of his family, including his children, whether single or 
iarried, to use this credit against any Federal estate, gift or income 
ixes for the ensuing 5-year period immediately following the de- 
cedent’s death. The bonds would be nontransferable except to the 
persons enumerated. 

So that no hardship may be incurred by the taxpayer, in the event 
hat his estate should substantially decrease during his lifetime, and 
his plans change, the designation of the Director of Internal Revenue 
is the beneficiary, would be a revocable one. Thus, at any time, he 
could either change the beneficiary to some other person or persons, 
or reduce the amount of the proceeds which would be payable to the 
Director at his death. In any event, only so much of the proceeds as 
were payable to the Director of Internal Revenues upon the decedent’s 
death, not exceeding the Federal estate, taxes due, would be entitled 
to the special exclusion recognition. Should the insurance proceeds 
at the time of decedent’s death exceed the amount due for his Federal 
estate taxes, and, thereafter, the unused credit issued by the Govern- 
ment to the decedent’s family not be entirely used in the ensuing 5-year 
period, for Federal estate, gift or income tax purposes, then such 
portion of the unused credit as then remained, would be automatically 
forfeited to the Government. In other words, if the total amount of 
the unused credit were $20,000 and in the ensuing 5-year period only 
$16,000 was used, the $4,000 unused balance would then redound to 
he benefit of the United States Treasury. This would constitute an 
off-set in favor of the Government. 

The proposed $50,000 life insurance exclusion for Federal estate 
tax purposes would accomplish several things. First, it would grant 
relief to taxpayers who now need this relief. Secondly, it would assure 
the Government of collecting Federa) estate taxes in those situations 

he re the necessary li iquidity is not now available. Thirdly, it woul 
preserve many American businesses which are otherwise destined t 
Tisdehstl takeies and somethimes oblivion. Finally, while in partic den 
instances it might result in tax savings to taxpayers, viewed from an 
overall aspect, it would unquestionably redound to the financial 
benefit of our Government, in that it would tend to further encourage, 
preserve and strengthen income prod icing American enterprisé 

The CHarrman. I like your conclusion, sir. ‘There is no question 
but what that is true. 

Are there any questions? The chair hears none. 

We thank you for your very clear exposition of this problem, which 
has been troubling us for a long time. 

Mr. Foosaner. { might add, so that an erroneous conclusion may not 
be drawn as to the size of the estate a decedent might leave, that in 
many instances the estate is much larger than the decedent had con- 
templated because of the good will factor, which constitutes such an 
intangible as not to be measurable from the standpoint of value for 
estate tax purposes. 

T he CuarrMan. Thank you very much. 

he next witness is Perey W. Crane, Esq., of New York City. 

Mr. Crane, we are very gl: ad to see you here. If you will give your 
full name and the capacity in which you appear, we will be glad to 
hear you. 
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STATEMENT OF PERCY W. CRANE, MEMBER, FIRM OF WINTHROP, 
STIMSON, PUTNAM & ROBERTS, 40 WALL ST., NEW YORK CITY 


Mr. Cranr. My name is Percy W. Crane. I am an attorney asso- 
ciated with Winthrop, Stimson, Putnam & Roberts, 40 Wall Street, 
New York City. 

Now. gentleman of the committee. I have two amendments here, 
one relating to section 811 (j) of the Internal Revenue Code affecting 
the optional valuation of estates. This isan amendment which would 
not materially affect revenue but would be in the interest of carrying 
out the real purpose of optional valuation of estates which the present 
law might in certain instances nullify. 

I quote here the first sentence of the code which my amendment 
would strike and substitute a new section. 

I might say that the amendment which I have here is similar to 
section 205 of H. R. 4775 which was introduced in the House on July 12, 
1951, by Mr. Camp and referred to this committee. But, as with all of 
those technical amendments submitted at the time, nothing happened. 
So this is not a new proposal. 

The first sentence of section 811 (j) of the code reads as follows: 

If the executor so elects upon his return (if filed within the time prescribed 
by law or prescribed by the Commissioner in pursuance of law), the value of 
the gross estate shall be determined by valuing all the property included therein 
on the date of the decedent's death as of the date 1 year after the decedent's 
death, except that (1) property included in the gross estate on the date of death 
and, within 1 year after the decedent's death, distributed by the executor (or, 
in the case of property included in the gross estate under subsection (c), (d), 
or (f) of this section, distributed by the trustee under the instrument of transfer), 
or sold, exchanged, or otherwise disposed of, shall be included at its value as of 
the time of such distribution, sale, exchange, or other disposition, whichever first 
occurs, instead of its value as of the date 1 year after the decedent’s death, and 
(2) any interest or estate which is affected by mere lapse of time shall he in- 
cluded at its value as of the time of death (instead of the later date) with ad- 
justment for any difference in its value as of the later date not due to mere lapse 
of time. 

Now, the latter part of that is identical with the law as it is now. 

The CHAmrMAN. Down at the bottom of the paragraph you have 
been reading you say “any interest or estate which is affected by mere 
lapse of time shall be included at its value as of the time of death [in- 
stead of the later date] * * *. Is that because the estate may de- 
preciate after the decedent died ? 

Mr. Crane. Yes, sir. 

The Carman. Thank you very much. 

Mr. Crane. As I say, this is closely similar—almost identical— 
to the amendment which was submitted 2 years ago. 

Under the foregoing provision, the executor is bound by his election 
and cannot change it, although on an audit of the return it may be 
determined that the value at the optional date, 1. e., 1 year after death, 
is higher than the value at date of death. Such a determination nulli- 
fies the benefit to grant which the optional value privilege was enacted. 

It is proposed that section 811 (j) (relating to optional valuation 
of a decedent’s gross estate) be amended by striking out the first 
sentence and inserting in lieu thereof the following: 

(j) OPTIONAL VALUATION.—If the executor so elects upon his return, the 
value of the gross estate shall be determined by valuing all the property included 
therein on the date of the decedent’s death as of the date 1 vear after the de- 


cedent’s death If, subsequent to the filing of the return, the value of the gross 
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state is increased over the value shown in the return either by including prop 

rty not shown in the return or by increasing the value of property shown 

herein, the executor may, at any time before the tax shall have been finally 
etermined, or if the tax shall have been paid, at any time within the statutory 
eriod allowed for the filing of a claim for refund of estate taxes paid, elect 
whether the gross estate, as increased, shall be valued as of the date of death 
yr pursuant to this subsection, and the executor shall have this election not- 

thstanding a prior election or failure to elect However, (1) property in 
luded in the gross estate on the date of death and, within 1 year after the 
lecedent’s death, distributed by the executor or, in the case of property included 

) the gross estate under subsection (c), (da), or (f) of this section, distributed 

the trustee under the instrument of transfer), or sold, exchanged, or other- 

ise disposed of, shall be included at its value as of the time of such distribu- 

m, sale, exchange, or other disposition, whichever first occurs, instead of its 

alue as of the date 1 year after the decedent's death, and (2) any interest 

or estate Which is affected by mere lapse of time shall be included at its value 
of the time of death (instead of the later date) with adjustment for any 

lifference in its value as of the later date not due to mere lapse of time 

This amendment shall be applicable to all estates with respect to which 
the statutory period for filing a claim for refund of estate taxes paid shall 
,10t have expired at the date of the enactment thereof. 

The above proposed amendment is similar to section 205 of H. R. 
4775 introduced in the House of Representatives July 12, 1951 by Mr. 
Camp and referred to the Committee on Ways and Means, except that 
the amendment proposed herein provides that it shall be applicable 
to all estates with respect to which the statutory period for filing a 
laim for refund of estate taxes paid, shall not have expired at the 

ite of its enactment. 

The above amendment is intended to afford relief in cases where 
the executor has elected the optional value date in preparing the estate 
tax return, and the return includes some asset the value of which is 
lifficult to determine at the time of preparing the return and which, 
ipon audit, is valued by the examining agent at a very much higher 
fimure than the value at date of death; or where on audit, there is 
ncluded property determined to have been transferred in contempla- 
tion of death or to take effect at death, the value of which on the 
yptional date is determined on audit to be greater than at date of 
leath. Those circumstances arise more particularly where the estate 
assets include a family business or family holding corporation, which 
IS very difficult to v: alue and where there m: LY be a ve ry great difference 

of bona fide opinion as to the value. And if the higher valuation 
laimed by the agent should be sustained then, of course, the value of 
the optional election is nullified. This might well result in disas- 
trous consequences to the beneficiaries of the estate through the assess- 
ment of an estate tax which would unduly absorb the estate. 

The amendment is entirely in harmony with the Spin t and purpose 
of the amendment passed in 1935 whic h granted the option: M value 
privilege. 

The proposed amendment is one which, in all probability, would be 
wailed of only in rare instance so that its effect on revenue would 
be negligible; yet the right which it gives might well be necessary to 
prevent loss of a substantial part of the estate through the assessment 
of a tax to avoid which the privilege of the optional valuation was 
enacted. It is olely a remedial amendment and is made retroactive 
mly for the period within which the statutory period for filing a 
refund claim has not expired. It is respec tfuly submitted that estates 

ich are till open for refund claim or where the tax has not yet 
been finally determined should be granted the relief which the pro- 
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posed amendment provides in order to make really effective the pur- 
pose of the enactment of the optional value privilege. 

So much for that amendment. 

The other amendment is one to section 113 (a) (5) of the code 
entitled “Basis of Property Included in Decedent’s Gross Estate.” 
Although I might say this amendment relates to the determination 
of the gain or loss on the sale by trustees and perhaps might be 
classified under your Group 22, it is connected with the estate tax, 
and your staff very graciously allowed me to present it at this time 
in order to avoid making two trips 

The amendment which I respectfully urge is one which would cor- 
rect an obvious inequity existing under the present law, but which 
would not materially affect revenue. 

Under the present law where a decedent during his lifetime trans- 
ferred property in trust or otherwise, which is included in his estate 
tax return as having been tranferred in contemplation of death or to 
take effect at or after death, the trustee’s cost basis for gain or loss on 
his sale or transfer of the trust assets, is the original cost to the 
decedent and not the value of the property on whic ch the estate tax is 
paid. Where such original cost is very much lower than the estate 
tax value, real hardship results. In order to correct this inequity, it is 
proposed to amend sec. 113(a)(5) (relating to adjusted basis of prop- 
erty transmitted on death) by adding at the end thereof, the following: 


If a decedent, prior to his death, transferred property which has not been 
sold, exchanged, given or otherwise disposed of by the transferee prior to the 
decedent’s death, then, for the purposes, of this paragraph, such property, to 
the extent includable in a decedent’s gross estate pursuant to Sec. 811, shall 
after such death, be considered to be property “acquired by bequest, devise or 
inheritance’, from the decedent. If a decedent, prior to his death, has trans 
ferred property in trust, then, for the purposes of this paragraph, such interest 
in the property contained in the trust fund on the date of the decedent’s death 
as is includable in his gross estate, pursuant to Sec. 811, shall, after such death, 
be considered to be “acquired by bequest, devise or inheritance” from the 
decedent. 

This amendment shall be effective as to all transfers of such property made 
after the enactment hereof. 

This amendment would enable the trustees of a trust created by a 
decedent in his lifetime and which has been included in his taxable 
estate, to use as their cost, basis on a transfer of trust assets, the values 
on which estate tax has been paid, instead of the decedent’s original 
cost. 

Where such original cost is very much lower than the estate-tax 
value real hardship results. There is a current estate which illustrates 
how inequitably the present law works. The decedent, some 25 
years ago, organized a corporation of which he held all the stock, con- 
sisting of 50 shares. His total cost of the stock was $5,000 or $100 per 
share. Shortly prior to his death he transferred 30 shares of the stock 
to trustees in trust for his children and retained 20 shares. The 30 
shares so transferred by the deed of trust were properly included in 
his estate-tax return as property transferred in contemplation of death. 
The remaining 20 shares constituted part of the residuary estate which 
was bequeathed in trust to the same trustees for fhe same children, 
and, I might add, on the same general terms. At the time of the 


decedent’s death the 30 shares which had been transferred in trust 
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vere valued for estate-tax purposes at $241,634, or $8,054 per share, 
whereas the decedent’s cost of that stock was only $3,000 or $100 per 
share, which, under the present law, would be the cost basis to the 
rustees if they were to sell the stock or liquidate the company. 
furthermore, the present law would result in the anomalous situa- 
tion in the case referred to that, whereas the testamentary trustees 
inder the decendent’s will owning 20 shares of the stock could use the 
state-tax value as their cost basis on a sale, the trustees under the deed 
of trust owning 30 shares of the same stock would be obligated to use the 
low-cost basis of the decedent notwithstanding that the trustees in 
ith trusts are the same and the beneficiaries are the same. 
It is respectfully submitted that such an anomalous situation should 
t exist, and that it is inequitable for the Goevrnment to collect an 
state tax on the value of he stock at the date of death, and not permit 
it value to be used as the cost basis on a future disposition of 
1e stock. 

A case might well arise where the combination of the income tax 
ised on the decedent’s low cost and the estate tax based on the high 
ilue of the same assets at date of death, might nearly, if not entirely, 

ibsorb the entire trust. 

It is urged that, if the principle of this amendment appeals to the 
committee, it be made effective as to all transfers of such property 
made after the enactment of the amendment, and that its effect be not 
limited to cases where the decedent dies before the enactment of the 
umendment. The taxable event which gives rise to income tax does 

ot arise until the trustees sell or dispose of the trust assets, and it is 


O 


+ 


therefore fitting that the amendment apply to any transfers made 
after the enactment. Unless it should so provide the trust to which I 


have referred would suffer a grievous hardship. 

A similar amendment was contained in section 127 of H. R. 4775 
ntroduced by Mr. Camp and referred to the Committee on Ways and 
Means of the House of Representatives July 12,1951. The difference 
between that amendment and the one herewith submitted is that the 
amendment proposed in H. R. 4775 also included property held b: 
the decedent at the time of his death as a joint tenant or tenant by 
the entirety, or an interest in an annuity contract which are omitted 
n this proposed amendment which is aimed primarily at property 
transferred by the decedent whether outright or in trust, which is 
includible in the gross estate because made either in contemplation 
of death or to take effect at or after death. 

I have limited this amendment to cases of property transferred 
trust simply for the purpose of simplifying the problem. 

The CuAatrman. Does that conclude your statement ? 

Mr. Crane. Yes. 

The CuarrMan. We certainly thank you for your contribution. 

Are there any questions? The chair hears none. 

The next witness is Mr. J. Chapline Hodges, chairman of the board, 
Cosby-Hodges Milling Co., Birmingham, Ala. 

Mr. Hodges, we are very glad to see you here. You have come a 
long way to testify. If you will give your name and the capacity 
in which you appear, we will be gl: id to hear you. 
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STATEMENT OF J. CHAPLINE HODGES, CHAIRMAN OF THE BOARD, 
COSBY-HODGES MILLING CO., BIRMINGHAM, ALA. 


Mr. Hopvces. Mr. Chairman, the first statement I would like to 
make is that I am glad I live in America. I have had the privilege 
of coming to this city many times to express my views on this most 
important subject. 

I wish further to congratulate you, Mr. Chairman, and your fine 
committee for the intelligent and courageous way you are going 
about this task to find a solution to this most complicated tax problem. 

The Cuarrman. Thank you very much. 

Mr. Hopees. I only expect to deal with estate taxes. 

The Cuairman. Pardon me. We are very happy to note that your 
distinguished Representative, Mr. Battle, is with us here, and we are 
very glad to have him. 

Mr. Honces. Thank you. 

The Cuamman. He is making a very fine contribution to our work. 

Mr. Hopces. He is a very fine gentleman. 

In appearing before you today to discuss the effect of the present 
high estate-tax rate I wish to compliment Senator Edward J. Thye 
and his committee, whose report I have read and the contents of which 
are most heartening in that it recognizes the discouraging effect of the 

yresent estate-tax levies. 

I have been identified with a small business for 45 years and have 
succeeded in a small way in developing this closely held corporation 
to where it now employs approximately 375 people. I am 68 years of 
age and naturally am thinking of what will happen to this business 
should I die without sufficient cash to pay my estate tax. 

In the mail with the report of the Select Committee on Small 
Business, I received a letter from a broker in New York asking if we 
would consider selling our business to a large nationally advertised 
food manufacturer. He set forth in his letter some of the reasons why 
he theught it would be a good idea for me to sell, emphasizing the 
crippling effect of the estate tax. The tone of his letter indicates to 
me that he is addressing this same communication to many small 
businesses over the country with the hope of getting them to sell out. 
May I take the liberty of quoting a paragraph from his letter which 
I think is very illuminating: 

If you have not given serious thought to selling, it may be helpful to mention 
certain advantages, primarily relating to the liquidity required for one’s estate 
under present Federal estate-tax laws and State inheritance taxes. The neces- 
sity of becoming liquid increases with success and with the age of the owner. 
Capital-gains tax in many instances is more desirable than trying to obtain 
liquidity through dividend route. If earnings are left in the business, there is 
danger under section 102, and in estates the stock of a closely held company is 
almost invariably unmarketable. As a successful owner becomes older, the 
necessity of surrendering proprietorship to obtain estate liquidity increases due 
to tax pressures, 

The Federal estate tax was first levied in 1916 with maximum rate 
of 10 percent. Then the rates began to climb with 40 percent maxi- 
mum rates by 1924, cut back to 20 percent in 1926. In 1932 and 1934, 


sharp increases in rates marked the beginning of the use of estate and 
vift taxes as instruments of social planning intended to break down 
» concentrations of wealth. Since 1932, the increase in rates to- 
er with the reduction in exemptions, the elimination of the specific 
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xemption of life mnsurance proceeds and the const intly expan din go 
o eal concept of ae rty included in the gross estate s ibject to taxa 
on have resulted in subjecting an ever-increasing number of estates 
» Federal estate tax. In spite of all this, the Federal estate tax has 
not been a significant source of total national tax revenue. Prior to 
World War II, estate and o@ift taxes accounted for between 6 and 10 
percent of the Government 1 come. Dur ng? ai d since the war years 
this rate has been sharply reduced because of the swollen receipts from 
ther forms of taxation, while the collections on estate and gift taxes 
nly increased moderate ly. 

Although the estate tax is only a relatively small revenue producer 
for the Government, it has a paralyzing effect on the estate of indi 

iduals owning interests in onal business and this destructive blow 

transmitted directly to the affected small business and all persons 

sociated with it. 

Please note the present hich estate taxes compared with those of 
WG: 


y 

$400,000 
0,000 
10,000. . 


Very few individuals who have spent a lifetime managing and own- 
ing a small business can, under the present high personal income tax 
rates, accumulate cash and other liquid assets suflicient to pay estate 
taxes of $100,000 to $200,000. The alternative is to sell their interest 
in the business to obtain the money. Usually there is no market for a 
minority interest in a small business except to the business itself or 
other owners of it. The principal reason for small business failure 
is inadequate financing. A growing small business is generally short 
of cash and may not be able to stand the strain on its capital structure 
resulting from cash outlay for purchase of a deceased shareholder’s 
stock in order that estate taxes might be paid in full within 15 months. 

Other shareholders of a small business are generally short of cash 
for the same causes that affect the estate—namely, high personal 
income taxes. These estate and income tax factors create a constant 
pressure on small businesses to sell out to larger companies. 

It is not for me at this time to argue the comparative merits of small 
and large businesses in our national economic setup. It will suffice 
to state emphatically that if small businesses are to survive as an 
important part of our American business life, some trends brought 
about by the present estate tax structure must be reversed. 

Much has been said and written about helping small businesses and 
I am convinced that you, as well as many other fine Senators and 
Representatives, are trying to find a way to do this. However, I 
would like to say it is my considered judgment the one thing that will 
encourage ¢ a 7 ‘Ip small businesses most is to eliminate the estate tax 
entirely. If is impossible to do this, then I think the exemption 
should be el to $600,000 and a rate of taxation running from 1 
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percent to 10 percent levied on the remainder. This will restore the 
incentive that built America. 

The Cuairman. We certainly thank you for your very fine presenta- 
tion of this subject. We appreciate having you with us here this morn- 
ing. Any questions ¢ 

Mr. Simpson. I wanted to bring to the committee’s attention and 
emphasize a part of your report, which seems to me to lay the blame | 
for these rates on social planning some years ago and the idea of soak- 
ing the rich. This was one of the ways devised to do that; is that 
your opinion ¢ 

Mr. Hopers. Yes, sir. 

Mr. Stmpson. And the bad effect of it has been, as you so ably point 
out, that a small business which has a measure of success is to a large 
extent eliminated when the sparkplug of the business dies? 

Mr. Hovers. Yes, sir. 

Mr. Simpson. It makes it impossible in many cases to keep the busi 
ness within a family that has been able to make a success of that 
business, too, does it not ? 

Mr. Honeers. That is right. 

Mr. Simpson. Summing up, it is a poor instrument for social plan 
ning in the long range view of the country 4 

Mr. Hopers. That is right. 

Mr. Simpson. Thank you. 

The CuHarrman. Thank you very much, Mr. Hodges. 

The next witness is Mr. Allan F. Ayers, Jr., of New York City. 
We are glad to have you here, Mr. Ayers. State your name and the 
capacity in which you appear for the record. 





STATEMENT OF ALLAN F. AYERS, JR., LAWYER, NEW YORK 
CITY, N. Y. 





Mr. Ayers. Mr. Chairman and members of the committee, my name 
is Allan I’, Ayers, Jr. I ama practicing attorney, a member of the 
bar in New York State, and practice in New York City. 

The subject to which I shall devote myself this morning deals with 
estates only in the sense of settlement of estates. I should have 
thought I would have been heard when corporate distribution was 
under consideration, but if it is permissible I will submit my state- 
ment at this time. 

I want to devote my attention to subsection 115 (g) (3) of the 
Internal Revenue Code. 

My problem is where the sole assets of an estate consist of stock in 
a closely held corporation. Under those circumstances, the Bureau 
of Internal Revenue has taken the position that the retirement of 
stock in order to permit the liquidation of indebtedness will be a tax- 
able dividend. 

[In my prepared paper I set out an example of decedent Jones, who 
died in 1944. At the date of his death he was the sole stockholder of 
X Corporation. His holdings in X Corporation were taxed for Fed- 
eral estate tax purposes at an aggregate value of $500,000. Jones had 
additional assets having a value of $100,000. 
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A substantial part of X Corporation’s net worth is represented by 
cumulated earnings which have been built up over a period of years 
finance the Corporation’s business. 

At the date of his death Jones owed $200,000 to outside individuals. 
Che entire amount was allowed as a deduction for Federal estate tax 

irposes. His executors paid a Federal estate tax of $100,000. ‘This 

1ount was realized by them by sales of assets owned by Jones other 
ian his interest in X Corporation. Since Jones died in 144, the 
statutory period in 115 (g) (3) had long since expired. 

At the present time Jones’ estate owes $200,000, the amount owned 

y Jones at the time of his death, plus an additional $35,000 in unpaid 
.dministration expenses incurred in administering his estate. It 
olds as its sole asset the stock of X Corporation. 

The only source of cash for settlement of the estate’s liabilities is 
the sale of part of the estate’s holdings in X Corporation to X Corpo- 
ration. There is no other market for the company’s stock. In this 
way sufficient cash could be raised to pay the estate’s debts and unpaid 
idministration expenses. 

The Bureau of Internal Revenue in the past has taken the position 
that under these circumstances, a sale of stock by the estate to the 
X Corporation would constitute a distribution substantially equiva- 
lent to a dividend under section 115 (g) of the Internal Revenue 
Code. If the cash necessary to settle the estate’s debts and adminis- 
tration expenses were taxed as ordinary income, substantially all of 
the estate would be wiped out since almost all the stock would have 
to be sold to raise funds for the payment of debts and administration 
expenses and income taxes resulting from the sale of the stock. 

| The executors of Jones’ estate, on the advice of their attorneys, 
believe that a sale of the stock to the X Corporation would not be 
substantially equivalent to a distribution of a dividend, but, in view 
»f the position taken by the Bureau of Internal Revenue, the executors 
cannot afford to risk proceeding without amendatory legislation 
which would make it clear that the transaction was not within the 
| ambit of section 115 (g) (3) of the Internal Revenue Cole. 
I think, Mr. Chairman and members of the committee, that that is 
a discrimination and an inequity which may well be removed from 
the act without causing an undue strain on the revenues. I suspect 
there are a number of cases of this kind, but in the aggregate I am 
sure the amount of revenue would be relatively small compared to 
the total. 

I have attached to my prepared statement a suggested amendment 
to subsection 115 (g) (3) of the Internal Revenue Code which is rem- 
edial and seeks to accomplish two purposes: (1) it strikes out the 
period of limitations during which a redemption of stock to pay death 
duties and debts may occur as an exempt transaction within the pro- 

visions of 115 (g) ; and (2) it broadens the exemption of redemptions 
under the subsection to include amounts owed by an estate for debts 
and administration expenses. 
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The Cuarrman. Thank you very much for your suggestion. With- 
out objection the proposed amendment attached to your paper will be 
inserted in the record. 


(‘The prepared statement and proposed amendment referred to are 
as follows:) 


PREPARED STATEMENT OF ALLAN F’. AYERS, JR., IN Re R&vISION oF CoDE 
SeEcTION 115 (Gc) (3) 


The proposed amendment to subsection 115 (g) (3) of the Internal Revenue 
Code, attached hereto, is remedial and seeks to accomplish two purposes: (1) 
it strikes out the period of limitations during which a redemption of stock to 
pay death duties and debts may occur as an exempt transaction within the 
provisions of 115 (g); (2) it broadens the exemption of redemptions under the 
subsection to include amounts owed by an estate for debts and administration 
expenses, 

The inequities of the present subsection may be illustrated by the following 
example. 

Jones, the decedent, died in 1944. At the date of his death he was the sole 
stockholder of X Corporation. His holdings in X Corporation were taxed for 
l’ederal estate tax purposes at an aggregate value of $500,000. Jones had addi- 
tional assets having a value of $100,000, 

A substantial part of X Corporation's net worth is represented by accumulated 
earnings which have been built up over a period of years to finance the corpora- 
tion’s business. 

At the date of his death Jones owed $200,000. The entire amount was allowed 
as a deduction for Federal estate tax purposes. 

His executors paid a Federal estate tax of $100,000. This amount was realized 
by them by sales of assets owned by Jones other than his interest in X 
Corporation. 

At the present time Jones’ estate owes $200,000, the amount owned by Jones 
at the time of his death, plus an additional $35,000 in unpaid administration 
expenses incurred in administering his estate. It holds as its sole asset the stock 
of X Corporation. 

The only source of cash for settlement of the estate’s liabilities is the sale of 
part of the estate's holdings in X corporation to X corporation. There is no 
other market for the company’s stock. In this way sufficient cash could be raised 
to pay the estate’s debts and unpaid administration expenses. 

The Bureau of Internal Revenue in the past has taken the position that under 
these circumstances, a sale of stock by the estate to the X corporation would con- 
stitute a distribution substantially equivalent to a dividend under section 115 (4g) 
of the Internal Revenue Code. If the cash necessary to settle the estate’s debts 
and administration expenses were taxed as ordinary income, substantially all of 
the estate would be wiped out since almost all the stock would have to be sold to 
raise funds for the payment of debts and administration expenses and income 
taxes resulting from the sale of the stock. 

The executors of Jones’ estate, on the advice of their attorneys, believe that 
a sale of the stock to the X corporation would not be substantially equivalent to 
a distribution of a dividend, but in view of the position taken by the Bureau of 
Internal Revenue, the executors cannot afford to risk proceeding without amend- 
atory legislation which would make it clear that the transaction was not within 
the ambit of section 115 (g) (8) of the Internal Revenue Code. 

“SECTION ——. 

“(a) CERTAIN DISTRIBUTIONS Nor TREATED AS DIvIDENDS.—Section 115 (g) (3) 
(relating to redemptions of stock to pay death taxes) is amended to read as 
follows: 

“*The provisions of this subsection shal] not apply to such part of any amount 
so distributed with respect to stock the value of which is ineluded in determining 
the value of the gross estate of a decedent in accordance with section 811, as is 
distributed after such decedent's death, and as is not in excess of the estate, in- 
heritance, legacy, and succession taxes (including any interest collected as a 
part of such taxes) plus deductions allowed under section 812 (b) in determining 
the net estate of a decedent; provided, that the value of the stock in such cor 
poration for estate-tax purposes comprises more than 35 per centum of the value 
of the gross estate of such decedent.’ 
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“(b) Errective Date.—The amendment made by subsection (a) shall be ap- 
licable to taxable years ending on or after the date of the enactment of this 
a t, but shall apply only to amounts distributed on or after such date.” 

The Cuamman. The next witness is Mr. Perry V. Eakin, Perma 
Starch, Inc., Illiopolis, Ll. 

Mr. Perry V. Eakin. 

Apparently he is not here. 

The next witness is Mr. Walter H. McClenon of Takoma Park, Md. 
We are pleased to have you again with us, Mr. McClenon, State your 
name and the capacity in which you appear for the record. 


STATEMENT OF WALTER H. McCLENON, TAKOMA PARK, MD. 


Mr. McCuenon. Mr. Chairman and members of the committee, my 
name is Walter H. McClenon of 7211 Cedar Avenue, ‘Takoma Park, 
Md. This is my third and probably last appearance in this year’s 
hearings. Today I want to discuss briefly section 812 (c) of the In- 
ternal Revenue Code, relating to the estate-tax deduction for property 
previously taxed. This is one of the most complicated provisions in 
the entire code, but I believe a few changes could make it both simpler 
and more equitable. 

From the standpoint of simplification, I would suggest the complete 
elimination of the baffling reference to property that is subject to 
claims but not to general claims. I will feud a part of it, if I may: 

If the property includible in the gross estate to which the deduction under this 
subsection is attributable is not wholly property subject to general claims— 

(1) before the application of the preceding sentence, the amount of the 
deduction under this subsection shal! be reduced by that part of such amount 
as the value, at the time of the decedent's death, of such property (to which 
such deduction is attributable) subject to claims but not to general claims 
is of the value, at the time of the decedent’s death, of such property— 

and so forth. 

I doubt if there are half a dozen people who completely understand 
this provision, to say nothing of being able to give a comprehensible 
explanation of it. Another provision for which I can see no ade- 
quate reason is the so-called tracing rule, which denies any allow- 
ance for property acquired unless it “can be identified as having been 
acquired in exchange” for the property previously taxed. Where A 
dies, leaving specific property to B, iad B exchanges this property 
for other specific property, the deduction applies. But if C leaves 
an equivalent amount of money to D, it would be very diflicult to 
prove to the satisfaction of a revenue officer that that particular money 
had been used to purchase specific property included in D’s estate. 
Yet it seems to me clear that this constitutes an unjustified dis- 
crimination as between B’s and D’s estate. If there is going to be 
an allowance in one case, I think there should be a similar allowance 
in the other case, even if it cannot be proved that there is a direct 
connection between the property included in the first estate and that 
left by the second decedent. 

These two simplifications, although clearly desirable, can perhaps 
not be accomplished without a more radical change, which I think is 
desirable in itself, namely, the substitution of a tax credit for a de- 
duction from gross estate. Under the present law, if A left property 
to B, and this property gave rise to a tax of $10 as a part of A’s 
estate, the fact that this $10 was paid could easily result in a re- 
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duction of $100 or $1,000 in the tax on B’s estate, on account of dif- 
ferences in the rate of tax applicable to the two estates. It seems to 
me that the second estate is in no case entitled to a deduction of more 
than $10; hence, I would suggest giving a $10 tax credit, rather than 
deducting the entire property from B’s estate. Of course, in order 
to “. excessive credit, it should be provided that the reduction 
could in no case make the tax less than it would be if the property 
previ sinile taxed were to be disregarded altogether. 

I have one more suggestion that is perhaps more important than 
what I have already mentioned. Under the present law, a full de- 
duction is allowed if the second decedent dies 4 years and 364 days 
after the first, but there is no allow: ance at all if the interval is 5 
years and 1 day. In order to reduce this striking discrimination be- 
tween 2 cases where the time element varies by “only 2 or 3 days, I 
would suggest a sliding scale by which the credit (or deduction) 
would range from 20 percent to 100 percent according Pe the number 
of years intervening; for example: less than 2 years, 100 percent; 
from 2 to 4 years, 80 percent, from 4 to 6 years, 60 percent; from 6 
to 8 years, 40 percent; from 8 to 10 years, 20 percent. 

I realize that it is probably impossible to draft an entirely satis- 
factory provision for property pre viously taxed; but I believe each 
of the suggestions I have made this morning would definitely im- 
prove the: present provision. 

The Cuairman. Thank you very much for your contribution. Are 
there any questions ? 

The Chair hears none. 

(The following material was submitted for the record on topic 34) : 


STATEMENT oF Hon. ALFRED PD. SIEMINSKI BEFORE THE WAYS AND MEANS Com- 
MITTEE IN Suprort oF H. BR, 509 


Mr. Chairman, I am grsteful and appreciative of the opportunity to present my 
views in support of FH. Ik. 500. My bill provides for the abatement or refund of 
income tax for members of the Armed Forces who die while in active service 
on or after June 25, 1950, and prior to January 1, 1954. In addition, H, R. 599 
“would forgive any income taxes Which are unpaid at the date of death.” 

I have merely sought, in this bill, Mr. Chairman and members of the commit- 
tee, to grant some relief to a boy who was killed in the Korean war. 1 would 
not want to further burden his estate by making it pay any income tax that was 
due and owing up to the time of his death. And in addition, I would like to have 
any tax that he did pay after June 25, 1950, be refunded to his estate, in order 
that his wife or next of kin may receive some help. 

I sincerely hope, that in your deliberation on these very complex tax legis- 
lative bills you have before you, that the committee in its wisdom, may be able 
te recommend in the bill that will be referred to the House floor, that some relief 
be given to wembers of the Armed Forces who fall within the provision of H. R. 
509. 

Again. Mr. Chairman and members of the committee, I thank you for your 
attentiveness, 


STATEMENT BY ELLSwortuo C. ALvORD, WASHINGTON 6, D. C. 
DEDUCTION OF ESTATE TAXES 


At the present time, one of the most serious effects of the estate tax is that 
it requires liquidation of assets at less than their fair value to meet the tax 
liability. Persons should be able to make some provision through insurance or 
through the accumulation of liquid assets to prevent the present disastrous 
effects of sudden liquidation of assets to pay estate tax. The present law makes 
this impossible, however. because the insurance or other assets set aside to pay 
the tax themselves increase the amount of the tax. 
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It has been suggested that the proceeds of insurance purchased to meet estate 
tax liabilities should be excluded from a decedent’s gross estate. However, such 

solution would discriminate against taxpayers who are not insurable. A siim- 

er and fairer solution to this problem would be to allow the amount of the 
estute tax as a deduction in determining the decedent's net estiute. 

Kecommendation: Amend section 812 of the Internal Revenue Code to allow 
a deduction for the amount of the estate tax. Mathematically, the amount of 
such a deduction would be computed in a inanner similar to the computation of 
he charitable deduction where there is a specific bequest with the residue, after 
state taxes, going to charity. 


TAXATION OF LIFE INSURANCE 


The present treatment of life insurance under the estate tax is not coordinated 

ith its treatment under the gift tax. and the estate tax rules for the inclu- 
sion of life insurance proceeds in a decedent’s gross estate are based on two incon- 

stent tests. Most life insurance is partly savings, und to this extent it is 
an investment by the decedent which should be included in his gross estate, 
but the pure insurance element in an insurance policy does not represent an 
investment by the decedent and there is no reason why it should be subject to 
estate tax, At the present time the estate of an insured is taxed if he owned 
the insurance policy or if be paid the premiums. The premium-payments test 
has the effect of including in the decedent's gross estute property to which he 
never had legal title or which has been irrevocably assigned by him, and in which 
neither he nor his estate has any interest. By contrast, the gift tax applies only 
to the cash value of an interest actually owued by the insured and transferred 
by him. 
Recommendation: In the case of insurance receivable by beneficiaries other 
an the executor, limit the amount of insurance proceeds includible in 2 dece- 
dent’s gross estate to the cash value immediately prior to the decedent’s death 
of the interest in the insurance actually owned by him. 


+} 


CONTEMPLATION OF DEATH 


Section 811 (1) of the Internal Revenue Code, added by the Revenue Act 
of 1950, provides that inter vivos gifts mude by a decedent more than 3 years 
prior to his death shall not be deemed to have been made in contemplation of 
death. This amendment was prompted by the fact that the vague nature of the 
contemplation-of-death concept made it possible for Bureau agents to assert 
that virtually all gifts, regardless of when made, were in contemplation of death. 
As a result many cases were settled with the Bureau even though the gifts 
were not made in contemplation of death, merely because executors were 


unwilling to enter into expensive and protracted litigation with the Government. 
While section 811 (1) provides a satisfactory rule for future decedents, it does 
not apply to decedents who died before the date of enactment of the 1950 act. 
Consequently, estates which are still open to decedents who died before that time 
are still faced with the saine problem of coping with unwarranted assertions of 
the contemplation-of-death provision, even though the gifts may have been nade 
10 or 12 years before death. for adequate reasons not connected with death, and 
by donors in good health with every expectation of a long life. Although these 
decedents died before the enactment of the Revenue Act of 1050, this is a current 
problem for their estates, and they should have the benefit of the same protection 
provided in section 811 (1) for estates of future decedents, 

Recommendation: Muke section 811 (1) of the Internal Revenue Code appli- 
cable regardless of date of death of the decedent, but do not reopen cases barred 
by the stutute of limitations or otherwise. 


PROPERTY PREVIOUSLY TAXED 


The deduction from a decedent’s gross estate for property previously taxed 
is limited to property included in the estate of a previous decedent who died 
within 5 years of the present decedent’s death and property transferred by gift 
within 5 years of the decedent's death. Since the estate tax is theoretically a 
tax imposed once in each generation, the 5-year limit on the deduction for prop- 
erty previously taxed is much too short. 

Recommendation : Allow an estate tax deduction for property previously taxed 
within 10 years of the decedent’s death. 
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CREDIT FOR GIFT TAXES PAID 


Basically, the purpose of a credit against estate tax for gift taxes paid with 
respect to assets included in the gross estate is to place the estate in the same 
position it would have been in if the gift had not been made. But there are 
many situations under the present law in which a full gift tax credit is not 
available. This situation may arise with a net estate substantially less than 
the gross estate because of a large amount of debts or where there have been a 
series of gifts subject to gift tax but only the first gift is included in the gross 
estate 

Recommendation: Provide that the credit for gift taxes paid shall be equal ¢ 
the difference between the gift tax which has been paid and the amount which 
would have been paid if the gift which is included in the gross estate had never 
been made. 

ESTATE TAX EXEMPTION FOR SERVICEMEN 


Both during World War II and in the present Korean conflict, estates of serv- 
icemen killed in action are not subject to the additional estate tax. This exemp- 
tion is based on the very reasonable principle that these men should not be 
taxed by reason of having given their lives for their country. This principle 
should be made a permanent policy as long as we have a I’ederal estate tax and 
it should apply to any member of the Armed Forces who loses his life in th: 
service of his country. Also, it should apply to the basic estate tax as well as 
to the additional estate tax. 

Recommendation: Make the estate tax exemption for servicemen a permanent 
provision of the Internal Revenue Code, and make it applicable to the basic 
estate tax as well as the additional estate tax. 


GIFT TAX EXCLUSION FOR FUTURE INTERESTS 


In order to permit a donor to make small gifts without being required to file 
a gift tax return, section 1003 (b) (3) of the Internal Revenue Code provides 
a $3,000 annual, per donee exclusion. There is no exclusion, however, for gifts 
of future interests. There has been a great deal of confusion in the case of 
gifts in trust as to whether or not future interests were involved, and it is still 
difficult to determine in a particular case whether a gift in trust for a minor 
chiid will be entitled to the $3,000 exclusion or will be treated as a gift of a 
future interest. 

Recommendation: Allow each donor an annual $3,000 exclusion for gifts of 
future interests. 


STATEMENT OF THOMAS J. Beppow, Esquire, WASHINGTON 5, D. C., CoNCERNING 
DEDUCTIBILITY OF W1IDOW’s ALLOWANCE UNDER SECTION 812 (€) OF THE INTERNAL 
REVENUE CopE 


The statutes of most of the States provide an allowance out of a decedent’s 
estate for the maintenance and support of the surviving spouse and children of 
the decedent, pending administration of the estate. For example, section 680 
of the California Probate Code provides as follows: 

“The widow, widower and minor children are entitled to such reasonable allow- 
ance out of the estate as shall be necessary for their maintenance according to 
their circumstances, during the progress of the settlement of the estate, which, 
in case of an insolvent estate, must not continue longer than 1 year after granting 
letters. Such allowance must be paid in preference to all other charges, except 
funeral charges, expenses of the last illness and expenses of administration, 
and may, in the discretion of the court or judge granting it, take effect from the 
death of the decedent.” 

This memorandum deals with the deductibility, for Federal estate tax purposes, 
of a statutory allowance to a surviving spouse. Such an allowance is commonly 
called a “widow's allowance,” ’ 


1The courts have generally indicated that a widow's allowance vests in the surviving 
spouse immediately upon the death of the decedent, and the surviving spouse has an abso- 
lute right thereto irrespective of any other dower or distributive interest in the estate 
and in addition to any provision made for the surviving spouse by will. See 34 C. J. S. 
20 et seq. 
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Prior to the enactment of the Revenue Act of 1950, a widow’s allowance was 
specifically deductible from the gross estate under section 812 (b) (5) of the 
Internal Revenue Code, which provided for the deduction of amounts “reasonably 
required and actually expended for the support during the settlement of the 

tate of those dependent upon the decedent.” This deduction was eliminated 

section 502 of the Revenue Act of 1950, effective with respect to estates of 
lecedents dying after September 23, 1950. 

So long as a widow's allowance was specifically deductible under section 812 

) (5) of the Internal Revenue Code, the deduction could not also be taken for 

h an allowance under the marital deduction section of the code (section 812 

)). See Regulations 105, section 81.47b (c). However, when section 812 (b) 

) was eliminated from the code by section 502 of the Revenue Act of 1950, 

e Senate Finance Committee and the House Ways and Means Committee care- 

y indicated that thereafter a widow's allowance would qualify for deduction 
inder the marital deduction section of the code. Both the Senate Finance Com- 
ttee and the House Ways and Means Committee reports accompanying the bill 
ich became the Revenue Act of 1950 state as follows with respect to section 


Under existing law amounts expended in accordance with the locai law for 
pport of the surviving spouse of the decedent are, by reason of their deducti- 
ity under section 812 (b), not allowable as a marital deduction under section 

$12 (e) of the code. However, as a result of the amendment made by this section, 
ich amounts heretofore deductible under section 812 (b) will be allowable as a 

iarital deduction subject to the conditions and limitations of section 812 (e) 
rhe foregoing legislative history of section 502 of the Revenue Act of 1950 
establishes that it is the congressional intention, as respects the estates of de- 
dents dying after Se)tember 23, 1950, that a widow’s allowance shall normally 

be deductible under section 812 (e) of the code. Of course, it is clear that a 

widow's allowance would not presently be deductible as a marital deduction to 

the extent that the allowance fell outside the 50 percent limitation contained in 
ection 812 (e) (1) (H). It is equally clear, we believe, that to construe either 

the “passing interest” or the “terminable interest” provisions of section 812 (e) 

is a bar to the deductibility of a widow’s allowance would do violence to the 

ongressional purpose, 


THE “PASSING INTEREST” PROVISION 


Only the value of an interest in property “which passes or has passed from 
the decedent to his surviving spouse” qualifies for the marital deduction, and 
passing interests are specifically defined in section 812 (e) (3) of the code. To 
onclude that the statutory right to a widow's allowance does not fall within the 
definition of section 812 (e) (3) would mean that no widow's allowance could 
qualify for the marital deduction and would result in a complete destruction of 
the congressional intention. Accordingly, to give the congressional purpose any 
effect whatever, a widow’s allowance must be regarded as an inherited interest 
or as a dower or curtesy interest even though this may require some liberality 
of construction of the definition in section 812 (e) (3). Under these circum- 
stances, the Bureau of Internal Revenue has apparently reached the conclusion 
that a widow’s allowance does qualify as a passing interest under section 812 
(e) (8). See Revenue Ruling 83 attached hereto. 


THE “TERMINABLE INTEREST” PROVISION 


Under section 812 (e) (1) of the code, terminable interests do not qualify 
for the marital deduction. In some States, the statutes on widow’s allowance 
provide a specific dollar amount for the surviving spouse and this amount is 
apparently payable to the surviving spouse (or her estate) even though the 
surviving spouse dies or remarries and never has to use the amount allowable 
for support and maintenance. In most States, however, the amount of the 
widow’s allowance is keyed to the support and maintenance of the surviving 
spouse, so that if the surviving spouse dies or remarries while the estate is in 
process of administration the amounts paid out by the estate under the widow’s 
allowance probably would terminate and would, therefore, be less than would 
otherwise be the case. The Bureau of Internal Revenue takes the position that 
widow's allowances under the laws of these latter States are terminable 
interests (see Revenue Ruling 83 attached hereto). It is submitted, however, 
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that this position of the Bureau of Internal Revenue is untenable not only becanse 
it would violate the congressional purpose as evidenced by the legislative 
history of section 502 of the Revenue Act of 1950, since it would mean that 
the widow's allowance of only some of the States could qualify for the marital 
deductions, but also because it is based on an incorrect construction of the 
terminuble interest provision, 

For the terminable interest rule to apply (i) the interest in property passing 
to the surviving spouse must be of a sort that may terminate or fail upon 
the lapse of time, or upon the occurrence or nonoccurrence of an event or 
centingency, and (ii) an interest in the same property must pass from the 
decedent to a person other than the surviving spouse under such circumstances 
that if the interest in property passing to the surviving spouse fails or termi- 
nites, then such other person may possess or enjoy any part of the same prop- 
erty. A widow's allowance keyed to maintenance and support does not terminate 
or fail when the surviving spouse dies or remarries during the administration 
of the estate. The only interest the surviving spouse gets is the right to sup- 
port and maintenance and that interest must be fully paid. If the surviving 
spouse dies or remarries during the administration of the estate, the amount 
of the window's allowance may be less than would otherwise be the case. But 
that does not mean that the widow's allowance, in any sense, has terminated 
or failed. On the contrary, the widow's allowance has been completely satisfied, 
Moreover, the widow's allowance becomes completely the property of the sur- 
Viving spouse, and no other person can get, or in any Sense possess or enjoy, an 
interest in the property composing the widow’s allowance. On none of the re- 
quired counts, therefore, does the widow’s allowance come within the statutory 
definition of a terminable interest, 


In the light of the foregoing, it seems evident that fulfillment of the congres- 
sional intention, a proper interpretation of the privisions of section 812 (e), 
and the desirability of avoiding varying Federal tax consequences based on 
differences in the provisions of State law, all require that the “passing interest” 
and “terminable interest” provisions of section 812 (e) of the code should not 
be permitted to defeat the deductibility of a widow's allowance as a marital 
deduction. In order that no confusion about the matter will exist, section 
812 (e) (3) of the Internal Revenue Code should be amended by the addition of 
a new subparagraph (H) reading as follows: 

“(11) Such interest consists of amounts reasonably required and actually 
expended for the support, during the settlement of the estate, of a surviving 
spouse dependent upon the decedent; and such amounts for the purposes of 
subparagraph (B) of paragraph (1) to the extent in fact paid to a surviving 
spouse, or vested in a surviving spouse under local law, shall not be considered 
as un interest which will terminate or fail.” 

This amendment sheuld be made effective with respect to the estates of 
decedents dying after September 23, 1950, so as to tie in the provisions with 
the effective date for the elimination of section 812 (b) (5) from the code, 

Revenue Ruling 83, Internal Revenue Bulletin, May 25, 1953, No. 11, pp. 10-11. 

Advice is requested whether amounts allowed and paid pursuant to State law 
for the support of a surviving spouse during the period of settlement of the 
estate of the deceased spouse qualifies as a marital deduction for estate tax 
purposes under section 812 (e) (1) (A) of the Internal Revenue Code. 

Under the general rule of subparagraph (A) of section 812 (e) (1) of the 
code, the marital deduction will be allowed with respect to any interest in 
property included in the gross estate which passes from a decedent to his 
surviving spouse as 2bsolute owner. In order to qualify under this subparagraph, 
any right of a widow to an allowance in her husband's estate must be a vested 
right of property which is not terminated by her death or other contingency. 
Therefore, if a widow’s allowance for the full period of settlement of the estate 
is such that the allowance, or any unpaid balance thereof, will survive as an 
asset of her estate in case she dies at any time following the decedent's death, 
the interest thus taken by the widow would clearly constitute a deductible 
interest under section 812 (e) (1) (A) of the code. Whether any interest 
thus taken by a widow satisfies the statutory requirements in this respect is 
to be determined in the light of the applicable provisions of the State statutes, 
as interpreted by the local courts. 

There are cases, however, where it appears that the provisions of State statutes 
providing for allowances for support during the period of settlement of an estate 
do not confer upon the surviving spouse of a decedent any vested indefeasible 
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‘ight of property which would constitute a deductible interest under section 
S12 (e) of the code. In many States local courts have held that such allow- 
nees, or any rights thereto, terminate ipso facto upon remarriage and that 
leath also terminates any rights to subsequent allowances. Under such circum- 
tances, the interests passing to the surviving spouses of decedents in the forms 
)f allowances made for their support, pursuant to local law, amount to no more 
than annuities payable out of the assets of the estates during the periods of settle- 

ent or until prior death or remarriage of the surviving spouses and, as such 
onstitute terminable interests within the meaning of section 812 (e) (1) (B) of 
the code, no portion of the values of which qualify for the marita! deduction 

In view of the foregoing, it is held that the interest in an estate which passes 
to a surviving spouse pursuant to State law in the form of an allowance for 
support during the period of settlement of the deceased spouse's estate must con- 
stitute a vested right of property such as will, in the event of her death as of any 
moment or time following the decedent’s death, survive as an asset of her estate, 
n order to qualify under section 812 (e) (1) (A) of the Internal Revenue Code 
for the estate tax marital deduction. 


STATEMENT OF THE CHAMBER OF COMMERCE OF THE UNITED STATES ON INTERNAL 
REVENUE Cope Revisions—Topic 34, Girr AND EsTATEe TAx PROBLEMS 


The chamber of commerce is fully aware of the continuing need for high 
Federal revenues. At the same time, there is recognized a need for coordinated 
utilization of tax sources. In this frame of reference the following statement 
of policy is submitted for consideration. 

“In any revision of the Federal tax structure there should be earnest attention 
to the consequences of the present estate and inheritance taxes, which are levied 
by the Federal and State Governments. 

“The effects of present high rates, low exemptions, and inequitable provisions 
are damaging socially and economically. There is a serious impairment of in- 
centive and discouragement of the natural desire to make family provision. Sue- 
cessful family enterprises are broken up and family ownership and control 
destroyed. There is dissipation of productive capital with all of the public detri- 
ment that follows. The consequences bear heavily upon small enterprises which 
must continue to have an important place in the business structure. 

“The Federal Government should take the leadership in adjustments to avoid 
these destructive effects. It should remove itself from the whole field of estate 
and gift taxation. 

“Meanwhile, the additional or supplementary estate tax should be repealed, 
leaving only the basic estate tax in effect with its 80 percent credit for death 
taxes paid the States and larger exemption. With such lowering of rates the 
need for a policing gift tax would disappear and it should be repealed or at least 
reduced to be consistent with the lower estate tnx rates. 

“Transfers of insurance, if taxable at all, should be taxed in the same manner 
as other intangible property. Transfers by insured persons retaining no inel- 
dents of ownership should be subject to the gift tax only, with abandonment of 
any payment-of-premiums test. 

“Transfers in which the donor retains a reversionary interest or possibility of 
reverter should be subject to gift tax at the time of the transfer upon the value 
of the property less the value of the retained interest and only the then value 
of the retained interest should be included in the donor’s estate. No estate tax 
should be levied upon a transfer where no interest has been retained, nor should 
more than the value of an expressly retained interest be included in the dunor’s 
estate. 

“Credit for gift taxes paid should provide that the combined gift and estate 
tax on gifts which are included in the gross estate should not be greater than the 
estate tax would have been if the gift had not been made; a donor should be 
allowed one annual exclusion for all gifts of future interests made during the 
year; liquid assets, in insurance or other readily realizable form, up to the 
amount of and earmarked for the purpose of discharging death taxes should he 
exempt from such taxes, and until this provision can be made insurance contracts 
should be subject to estate tax upon the cash surrender value only and the purely 
insurance part of the contract should be exempted; the incidents of taxation of 
the net income of a trust should be clear and definite, with correction of existing 
confusion concerning the taxability of trust income as between the grantor, the 
beneficiary, and the fiduciary; and the interests of employees in trusts qualified 
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under section 165 of the Internal Revenue Code should be excluded from the 
estate and gift taxes.” 

In keeping with the policy expressed above, the following specific recommenda 
tions are advanced: 

An annual exclusion for gifts of future interests should be allowed. It seems 
improbable that Congress intended that the term “future interests” in the gift 
tax statute should be construed by the courts as broadly against taxpayers as 
has been the case. In any event, such narrow interpretations are working in- 
equitably and this should be cured to the reasonable extent here suggested. 

Section 811 (k) should be amended to provide further means for determining 
the fair value of unlisted stocks having no readily ascertainable market. Such 
means should give appropriate weight to the interest—or lack of interest—of 
potential buyers of the stock. This is one of the most important elements in the 
determination of prices on a stock exchange. Whatever the book value or the 
earnings record in the past of a corporation may be, its stock in reality is worth 
only what a potential buyer will pay for it. The estate of a decedent should not 
be required to furnish cash at the rate of the estate tax on a stock based on book 
value or earnings record in the past if potential buyers are willing to pay only a 
lesser amount for the stock 

Considerable uncertainty and litigation now result from lack of clarity in 
situations where a beneliciary, such as the widow of a decedent, is entitled to 
income for life from principal of a trust which passes on such beneficiary's death 
to charity, coupled with a possibility that such beneficiary may consume some 
part of the principal under powers for that purpose set forth in the instrument 
creating the trust. Some of the decisions appear to put considerable emphasis 
on the precise words used as the yardstick for whether such a power may be 
invoked and to what extent. It would appear equitable to permit the value of 
the charitable remainder interest to be deducted to the extent that it is estab 
lished (under reasonable requirements therefor) from all the circumstances 
what the probable extent of the consumption of principal will be. That is, if it is 
so established that the consumption of principal will in all probability be negligi- 
ble, if any, the full value of the remainder interest given to charity should be 
deductible. Furthermore, if it is so established that it is probable that only a 
part of the principal will be consumed, the value of the charitable remainder 
interest should be deductible less the extent of the probable consumption. If it 
proves difficult to provide practicable means for accomplishing this recommenda- 


tion, then in all doubtful cases in which tax is required to be paid on the char- 
itable remainder interest, the fiduciary should, on the death of the income bene- 
ficiary, be refunded an amount equal to that proportion of the tax paid on such 


remainder interest which the value actually passing to charity bears to the 
value at which the remainder interest was taxed. 


SUGGESTED REVISION IN INCOME TAx REGULATIONS SUBMITTED BY DANa F, Coie 


The Internal Revenue Bureau apparently concluded that a father realizes 
income when he makes gifts of raised cattle to his children (or to others). At 
least, the Bureau issued IT 3932 which stipulates that a cattle-raising farmer 
realizes income when he makes a bona fide gift of such cattle to his son, the 
amount of the income being the value of the cattle at the time of the gift. Also, 
the son acquires as his basis the fair market value of the cattle, according to 
IT 3932, and any income realized by the son will result only if he sells the 
cattle for a sum larger than the value of the cattle at the date of the gift. 
(Now that the cattle market is down, who knows what the rule would be if the 
children sell the cattle for less than the value at the date of gift?) 

The Department of Agriculture and various other agricultural agencies and 
public spirited citizens have been promoting 4-H Clubs Asa part of this program 
fathers have been encouraged to make gifts of cattle and other farm animals to 
their children, with the idea that prizes in the art of animal husbandry will be 
awarded to industrious club members. If IT 3932 is to be followed, it certainly 
will discourage and help to nullify a very worthwhile program now being carried 
on in the 4-H Club movement. 

IT 3932 appears to be an attempt on the part of the Intefnal Revenue Bureau 
to usurp a function of the Government which should belong to Congress. After 
long study Congress enacted what it believed to be the correct policy in connec- 
tion with taxing gifts and fixing the basis of such property in the hands of 
donees, IT 3932 asserts a principle which is the exact opposite of what the law 
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vides and what Congress intended that the law should provide. It appears 

at the Revenue Bureau in issuing IT 3932 attempted to take over from Con- 
gress a tax levying task in addition to its regular work of administering the 
aws as passed by Congress. Perhaps this field of taxing gifts needs consider 
able study, but it is a legislative problem and not an administrative one. 


OT TE AE: Tig OTE UE eT SPOS LE Ese a ae 
STATEMENT OF Rosert B. Dresser, Provipence, R. I., ReGarpina GIrt- AND 


EstTaTE-TAx PROBLEMS 


I, INTRODUCTORY STATEMENT 


My name is Robert B. Dresser. I am a member of a law firm with offices at 
15 Westminster Street, Providence, R. I. I appear individually, in my own be- 
half, and not as a representative of anyone else. 

The continued existence of the capitalistic or private enterprise system is 
dependent upon an adequate supply of private capital. 

In order to operate successfully industry must have a steady continuing 
supply of new capital—billions of dollars each year—to start new industries 
and to maintain and expand existing ones on which so many jobs depend. On 
the average, it takes about $12,000 of investment in new plant and equipment 
to provide a job in industry for one worker. As many as 6 million new jobs 
may be needed to employ the 1960 labor force. That means new investment for 
net expansion in the meantime of some $72 billion. 

During the last 7 years, the total amount invested for this purpose has been 
only from $30 to $40 billion—in other words only about half this sum It has 
not generally been realized that 80 percent of the investment for new plant and 
equipment during this period has gone for replacement of used-up capital 
values, at actual cost much above the depreciation allowances included in busi 
ness accounts. Thus, only 20 percent of the $20 to $30 billion annually invested 
in new assets has provided for new jobs 

Our present tax laws are drying up the sources of capital which are needed 
for this purpose. The taxes which have the most damaging effects in this 
direction are: (1) The heavy progressive income tax; (2) the confiscatory 
estate or death tax, with its companion, the gift tax; and (3) the capital gains 
tax. 

This presentation is confined to the estate and gift taxes. 


Il, FEDERAL ESTATE AND GIFT TAXES 


A. The levying of estate and gift tares by the Federal Government should be 
abandoned and this field of taxation should be left exclusively to the States 


Under existing laws the tax on the estates of decedents runs to a high of 
77 percent, and the tax on gifts to 57% percent. These rates are manifestly 
confiscatory, and they have very harmful economic effects. They not only 
seriously impair the incentive to work, save, and invest, but they are extremely 
destructive of capital and will in the long run destroy the accumulations of 
capital that are so necessary for industrial activity and expansion with the 
resultant beneficial effects on our economy and the people as a whole. 

In its report on the Tax Problems of Small Business, published in June of 
this year, the Select Committee on Small Business of the United States Senate 
makes the following statements regarding Estate Taxes (pp. 21-23): 

“Your committee is deeply concerned with those forces which lessen competi- 
tion and compromise the free-enterprise nature of our economy. Testimony 
which was given to the Taxation Subcommittee lent credence to reports that 
estate taxes often lead to the disappearance of small or medium-size inde- 
pendent businesses or their merger with the dominant segment of an industry.” 

The report quotes the following testimony of a witness: 

“Since little companies are generally individually owned, death inevitably 
forces a substantial cash inheritance-tax demand on any small company owner's 
estate. Then the small organization that had managed to survive competition 
and income taxes must raise the cash to meet this tax, or be liquidated by sale 
or merger, which is happening at an alarming rate. 

“The effect, then, of the present system of taxation is to accentuate the trend 
toward concentration of economic power in the hands of a few, while the Depart- 
ment of Justice spends great effort prosecuting the monopolies that are forced 
into existence by our tax system.” 
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In its findings and recommendations the committee says: 

“The impact of death levies on many privately held small businesses all too 
often results in forced sales to competing firms in the same industry. Further- 
more, the threat of inheritance and estate taxes provides a strong inducement 
for the principal owners of any such corporation to hedge against the possi- 
bility of death through such sellouts.” 

Moreover, the heavy taxation of large estates compels the rich to seek com 
paratively safe, liquid investments in order to provide for the heavy taxes that 
will be imposed upon their estates at death, thus further reducing the capital 
available for hazardous business ventures which have done so much to improve 
the lot of the American people. 

It should be realized that rich men, such, for example, as the late Henry Ford, 
play a very important part in our economy. They and their families can per- 
sonally consume and enjoy but a trivial part of their wealth. The balance is 
in effect held by them as trustees for the public. It is this wealth that has 
supplied in the past much of the venture or risk capital required by new and 
hazardous enterprises, such as the railroads, the automobile industry, the air- 
craft industry, and many others, as well as for the expansion of existing enter- 
prises. Ly this means jobs and good wages have been provided for millions of 
workers. The automobile industry furnishes an excellent illustration. Based 
upon 1952 reports, the number of jobs created directly and indirectly by the 
automobile industry, which is only about 50 years old, is over 9 million. This 
is 1 ont of every 7 persons now employed in all classes of employment in the 
United States. 

Such enterprises, however, are risky. Many of them fail and the investor 
loses his investment. Hence, he must have funds that he can afford to risk. 
Most people do not have such funds, and such holders of capital as banks and 
trust estates are not permitted to make such hazardous investments. High 
death rate as well as high income taxes destroy the incentive and the ability to 
incur such risks. 

Does anyone doubt that the wealth of Mr. Henry Ford was of far greater 
benefit to the people of this country in his hands than it would have been in the 
hands of the Federal Government? He used it to develop a great industry 
which has given employment at good wages. directly and indirectly, to hundreds 
of thousands of people. In the hands of the Federal Government the money 
would soon have been dissipated in the construction of nonproductive post 
offices and other Government buildings and in paying the costs of an unduly 
expanded bureaucracy. 

It is indeed significant that the Communist platform of Karl Marx contains 
the following plank: 

“Abolition of all right of inheritance.” 

There should he no fear that the absence of a heavy Federal estate tax wonld 
lead to an undue concentration of wealth in the hands of a few. The rule 
against perpetuities, inherited by us from the common law of England, forbids 
tying up the ownership of property for a longer period than a life or lives in being 
and 21 vears In other words, an estate must be divided among the heirs or bene- 
ficiaries in the second succeeding generation. From that time on the estate will 
be subject to a further subdivision with each generation, if it should happen 
that there is any of it left to be divided. If the large estates are to be broken up, 
it is obviously better that this should be done by natural forces than by taxation. 
In the first case the capital continues in the hands of individuals. In the second 
it is taken by the Government. 

Assuredly, the harm done to the economy by the present high rates is out of all 
proportion to the revenue produced, and cannot be justified by any argument 
based on fiscal needs. Even with the very high rates now in force, the revenue 
from these taxes is comparatively trivial. It is a little over 1 percent of the 
total budvet—enough to pay the Government's expenses for between 3 and 4 
days. I am advised that the revenue collected from these taxes in 1952 was 
$751 million from the estate tax and $83 million from the gift tax. 

The imposition of death taxes is not confined to the Federal Government. The 
individual States as well impose either estate or legacy taxes on death. The 
duplication of taxes by the State and Federal Governments has become a matter 
of grave concern, and it is important that steps be taken to end it. The field of 
taxation should be divided among Federal, State, and local governments in such 
manner as to eliminate duplication as far as possible. The field of death taxes 
should, I submit, be assigned to the States, the laws of which determine the 
right to dispose of property on death and the rights of inheritance. 
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B, CONCLUSION 


The Federal estate tax is the least defensible of any of the taxes levied by the 
Federal Government. It is a direct levy on capital, its economic effects are 
exceedingly harmful, it produces but little revenue, and it invades a field of ta\a- 
tion already being used by the States. 

I, therefore, submit that the levying of such taxes should be abandoned by 
the Federal Government, and this means of taxation left exclusively to the 
States, where competition would tend to keep the rates within reasouable bounds, 

rhe gift tax is merely auxiliary to the estate tax, and both should be dealt with 
alike. 


STATEMENT OF THE NATIONAL ASSOCIATION OF MANUFACTURERS ON ToPic 34, GIFT- 
AND EstTATe-Tax PROBLEMS 


This is a field of taxation which was developed by and rightly belongs to the 
States. The laws of the separate States determine the rights to dispose of 
property on death and the rights of inheritance. The States also should bave 
the exclusive taxing power in this area, and the association has so recommeuded 
for a number of years. 

Pending action to remove estate and gift taxes from Federal use, the rates of 
tux should be reduced and the levies on transfers between spouses should be 
eliminated. In addition, the following rules with respect to survivors annuities 
under pension plans should be adopted: 

(1) The value of pension benetits and any death benefits paid to a survivor- 
beneficiary through exercise of a joint and survivor annuity option, under any 
qualified or previously qualified pension plan, should not be subject to estate tax. 

(2) There should be no gift tax by reason of the employee exercising bis right 
under a qualilied or previously qualified pension plan to choose a joint and sur- 
vivor option. 


Gray & MARON, 
July 23, 1958. 
Hon. DANIEL A. REED, 
Chairman, Committee on Ways and Means, 
House of Representatives, Washington, D. C. 
(Attention: Mr. Russell E. Train.) 

Dear Sim: In reply to your letter dated July 20, 1953, I very much regret 
that I will be unable to appear as requested therein, due to an illness which has 
seriously curtailed my activities for the time being. 

However, I notice that the proposed amendment, “to give the recipient of 
trust property transferred in contemplation of death a basis equal to the fair 
market value of the property on the date of the decedent’s death to the extent 
that the property is included in the decedent's estate,” hus already been sub- 
stantially noted and emphasized by varivus other individuals and groups 
concerned with problems of taxation. 

As 1 mentioned to you in a previous letter, in view of the gross inequity of 
the present law, I felt that in order to reduce such inequity as much as possible, 
the amendment should be made retroactive to all years not presently outlawed 
under the statute of limitations. This, I believe, is the least that can be dune 
by our Congress to alleviate the existing hardship borne by such recipients at 
the present time. 

With my best good wishes, I remain 

Sincerely yours, 
COLMAN GRAY. 


NEw York 4, N. Y., February 25, 1958. 
Hon, DAntet A. REED, 
Chairman, House Wa1ns and Means Committee, 
House Office Building, Washington, D. C. 

DEAR CONGRESSMAN: I write to you as chairman of the House Ways and 
Means Committee with the hope that in that capacity you may be able to help 
bring about an amendment to the Estate Tax Law, which is necesary to rectify 
an apparent oversight of the Revenue Act of 1951. Section 607 of the Revenue 
Act of 1951 was amended to provide for a substantive change in the taxability 
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of transfers subject to possibilities of reverter which were made between 
March 18, 1937 and February 11, 1939. The Revenue Act, however, although 
it changed the substantive provisions, did not provide for any procedure for the 
filing of claims for refund in estates which had been fully closed. Obviously 
in the light of the period affected by the amendment, this includes practically all 
estates of decedents who died then. The amendment was adopted to correct 
an inequity which existed during that period, since the regulations made cer- 
tain transfers nontaxable, whereas the Treasury Department taxed them 
nonetheless and the Supreme Court justified such taxation. 

On October 238, 1952, I wrote to the Joint Committee on Internal Revenue Tax- 
atiolN, Pursuant to a press release which they issued requesting suggestions 
for improvement of the tax laws. This letter gives the entire history of the 
problem. I also enclose a copy of a proposed draft of the substance of an act 
to remedy the omission, which was forwarded with my letter to the Joint 
Committee. 

Apart from receiving the proforma acknowledgment of the receipt of my com- 
munication, I have received no further word from the Joint Committee. I am, 
therefore, appealing to you, in view of your new position, with the hope that 
you can bring about some action on this proposal in the interest of carrying out 
the clear intent of section 607 of the Revenue Act of 1951 which, at the moment, 
has heen frustrated by the undoubtedly inadvertent omission of procedural 
provisions in that act. For your convenience, I am enclosing this letter and 
the enclosures in duplicate, so that you may, if you wish, be able to pass them 
on for further action without the burden of recopying. 

I would be most grateful for any help that you can afford. 

Sincerely yours, 
Sipney J. SCHWARTz. 


New York 4, N. Y., October 23, 1952. 
Jornt COMMITTEE ON INTERNAL REVENUE TAXATION, 
New House Office Building, Washington, D. C. 


GENTLEMEN : In accordance with the request of your staff heretofore published, 
I take the liberty of writing with respect to a specific problem arising under the 
Internal Revenue Code relating to the estate tax. The problem arises from the 
enactment of section 607 of the Revenue Act of 1951, which according to the 
Senate Finance Committee Report on the bill was intended to be remedial. The 
Revenue Act of 1951, however, did not provide for any extension of the time for 
filing refund claims or other procedure in order to enable taxpayers intended 
to be benefited to have a practical remedy under the statute. The result is that 
Congress has enacted a substantive relief provision but failed, undoubtedly 
through oversight, to enact appropriate remedy, with the consequence that 
the Commissioner of Internal Revenue has denied relief under the act. 

In order to present the problem to you concretely, I shall present the facts 
pertaining to a specific taxpayer whom I represent. 

Lester Field died a citizen of the United States on November 16, 1937. His 
estate tax return was filed in due course, and upon the audit thereof a deficiency 
Wis assessed, based upon the inclusion in the gross estate of a possibility of re- 
verter under an inter vivos trust. The deficiency was assessed under the authority 
of Heivering v. Hallock (309 U. S. 106), and other cases holding to the same effect 
regarding the taxability of possibilities of reverter. The taxpayer appealed to 
the Tax Court, which affirmed the assessment of the Commissioner, then to the 
Circuit Court of Appeals for the Second Circuit, which reversed the decision of 
the Tax Court (144 Fed. 2d 62). The Commissioner appealed from the decision 
of the circuit court to the Supreme Court, which thereupon reversed the circuit 
court and affirmed the decision of the Tax Court (Commissioner v. Field (324 
U. S. 143) ). 

The tax deficiency so assessed was ultimately paid. The amount in controversy 
by reason of the inclusion of the possibility of reverter is $25,811.95. 

“On June 6, 1952 the taxpayer filed claim for a refund on form 843. The claim 
for refund was based upon section 607 of the Revenue Act of 1951, which provides 
as follows: 

“Sec, 607. TRANSFERS CONDITIONED UPON SURVIVORSHIP. 

“In the case of property transferred by a decedent dying after March 18, 1937, 
and before February 11, 1939, the determination of whether such property is to be 
included in his gross estate under section 302 (c) of the Revenue Act of 1926 
(44 Stat. 70) as a transfer intended to take effect in possession or enjoyment at 
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yr after his death, shall be made in conformity with Treasury Regulations in 
force at the time of his death.” 

The following comments upon this enactment appear in a Senate Finance Com- 

ittee report: 

‘The provisions of the Technical Changes Act of 1949 apply only with respect 

) decedents dying after Febrary 10, 1939, the date of enactment of the Internal 
Revenue Code. In the case of such decedents, property is included in the gross 

tate by reason of the retention of a reversionary interest in a transfer made 
vefore October 8, 1949, only if the reversionary interest is expressed and is worth 
nore than 5 percent immediately before the decedent’s death. 

“On March 18, 1937, Treasury Decision 4729 was issued by the Treasury 
Department, providing that property should not be taxed by reason of the reten- 
tion of a reversionary interest. In order to treat the estates of decedents dying 
before February 11, 1939, and after March 18, 1937, in accordance with the law 
then in effect, section 607 of your committee’s bill provides that property trans- 
ferred by a decedent dying in such period is not to be included in the estate of 
the decedent because of a possibility of reverter if the regulations in effect at the 
time of the death of the decedent did not provide for the inclusion of property 
so transferred.” 

Treasury Regulations 80, 1937 edition, in effect at the time of the decedent’s 
death, provided in article 17 thereof as follows: 

“Art. 17. Transfers conditioned upon survivorship.—The statutory phrase, ‘a 
transfer * * * intended to take effect in possession or enjoyment at or after his 
death,’ includes a transfer by the decedent (other than a bona fide sale for an 
adequate and full consideration in money or money’s worth) whereby and to the 
extent that the beneficial title to the property (if the transfer was in trust), or 
the legal title thereto (if the transfer was otherwise than in trust), remained in 
the decedent at the time of his death and the passing thereof was subject to the 
condition predecent of his death. If the tax applies, it does so without regard 
to the time of the transfer, whether before or after the enactment of the Revenue 
Act of 1916, 

“On the other hand, if, as a result of the transfer, there remained in the 
decedent at the time of his death no title or interest in the transferred property, 
then no part of the property is to be included in the gross estate merely by reason 
of a provision in the instrument of transfer to the effect that the property was to 
revert to the decedent upon the predecease of some other person or persons or the 
happening of some other event.” 

Decedent died after March 18, 1937, and before February 11, 1939. The trans- 
fer in question was, therefore, not taxable as a transfer intended to take effect 
in possession or enjoyment at or after decedent's death under the Treasury 
reculations in force at the time of his death. The transfer was not taxable under 
any other applicable provision of the Revenue Act of 1926, as amended, or any 
other applicable regulations. 

Under date of October 13 the Commissioner of Internal Revenue disallowed 
the refund claim by letter, a photostatic copy of which is hereto attached. [rior 
te filing the refund claim the Commissioner was solicited as to his opinion regard- 
ing the applicability of the statute of limitations for the filing of refund claims 
under section 607. A photostatic copy of his answer under date of June 30, 1952, 
is also attached hereto. From the Commissioner’s position it is apparent, 
therefore, that two obstacles exist in the nature of technical procedure in afford- 
ing actual relief to the taxpayer entitled to relief under the statute. One is the 
Statute of Limitations, the other is section 911 of the Inernal Revenue Code. In 
order, therefore, to carry out the intent of Congress as evidenced by the enact- 
ment of section 607 of the Revenue Act of 1951, a further step should be taken 
by adding a provision to the act permitting refund or credit upon application 
filed within a given period after the enactment of such bill. We have drafted a 
proposed act, accomplishing this by following generally the phraseology adopted 
in connection with similar relief provisions under the Technical Changes Act of 
1949. A draft of this proposed amendment is submitted herewith. We believe 
that this would be appropriate since the enactment of section 607 of the Revenue 
Act of 1951 was intended to extend the relief provisions of the Technical Changes 
Act of 1949 and therefore the same remedies should be afforded. We trust that 
your committee will agree that the omission of a remedy from the Revenue Act 
of 1951 was unintentional, since unless there is a remedy the enactment is 
illusory in view of the fact that practically all estates that can benefit therefrom 
must necessarily have been fully closed many years ago. 

Respectfully yours, 
SypNey J. SCHWARTz. 





1618 GENERAL REVENUE REVISION 


Proposep Drarr OF SuBSTANCE oF Act To PerMir FILING oF REFUND CLAIMs 
UNpbER SecrTIon 607 OF THE REVENUE AcT oF 1951 


Section 607 of the Revenue Act of 1951 (— Stat. —) is hereby amended by 
adding thereto the following matter: 

“If refund or credit of any overpayment resulting from the application of this 
section is prevented on the date of the enactment of this Act or within one year 
from such date by the operation of any law or rule of law (other than section 
3760 of the Internal Revenue Code relating to closing agreements and other than 
section 3761 of such code relating to compromises) refund or credit of such over 
payment may, nevertheless, be made or allowed if claim therefor is filed within 
one year from the date of the enactment of this Act. No interest shall be allowed 
or paid on any overpayment resulting from the application of this section with 
respect to any payment made prior to the date of the enactment of this Act.” 


STATEMENT OF AMERICAN FEDERATION oF Lanor, RE Topic 34, Girt- anp EstaTe-Tax 
PROBLEMS 


The gift- and estate-tax provisions of the Revenue Code have been amended 
during the past 10 years to the point where they are much less ineffective as pro- 
ducers of needed revenue than they were. Revenue from gift and estate taxes 
through changes sanctioned by Congress is therefore now much less than it should 
be in a period when economic conditions would argue that they should be much 
more substantial. The American Federation of Labor would therefore favor 
strengthening of these laws by (1) integration of estate and gift tax laws, (2) 
tavation of trusts and life estates to prevent avoidance of estate taxes by use 
of trusts, (3) lower exemption, (4) increase rates. 

The American Federation of Labor would oppose any move to abolish the Fed- 
eral estate tax and return it to the States. 


STATEMENT BY ADDISON B. CLOHOSEY, Esq., ON BEHALF oF RESEARCH INSTITUTE OF 
AMERICA, New York, N. Y., Re ToPtic 3 


Many proprietors of small business have left their life savings tied up in 
machinery, plant and equipment. Upon their death, the Department of Internal 
Revenue demands cash, which, in many cases, is not readily available. The 
result, liquidate or sell out to big business and, at a sacrifice. Life insurance is 
not always readily available. 

A very unfair provision in the present laws is the provision that the cost basis 
of property received as a gift is the original cost basis of the donor. I believe the 
cost basis to be used by the donee should be the valuation for gift tax purposes. 

Gift and estate tax exemption should be raised. Method of valuation should be 
revised so that the value to the beneficiary is no more than the depreciated value 
to the donor, Any gain would be taxable to the beneficiary on disposal. 


STATEMENT oF W. W. FInpiey, Littte Rock, ArRK., ON BEHALF oF THE WEsT SIpDE 
LUMBER ASSOCIATION AND THE CITIZENS OF THE STATE OF ARKANSAS, RE Topic 34, 
Girt- AND ESTATE-TAX PROBLEMS 


Under the gift-tax laws covering gifts of property, are taxable, and gift tax 
returns must be made for all gifts made during any calendar year, and the tax 
paid 

Gifts have been made to children, of partnership interests, and the gift tax 
paid on such gifts 

The Bureau of Internal Revenue, however, has denied the fact that the gift 

as been made and the gift tax paid thereon, and the property transferred to a 

child, a citizen of the United States, and has maintained that the income 

1 the gift made to the child is income of the parent, and the parent has been 

mmpelled to pay income tax on the income of the child, added to his own income, 

The income tax paid on the child’s income-tax return on the income from such 

gifted property has been refunded. This method being an additional tax collected 
from the grantor of the gift on the income from such gift. 





GENERAL REVENUE REVISION 1619 


It is impossible to accept the reasoning of the Bureau of Internal Revenue in 

ases of this kind, since the denial of the income being the property of the donee 
and the income tax paid by the donee on income from gifted property is a denial 
of the constitutional rights of the citizens of these United States. 

Constitution of the United States, 

Article I, paragraph 8, 

Article I, paragraph 10, 

Article IV, 

Amendment X, 

Amendment XIV. 

The Internal Revenue Code, and other laws pertaining to taxation, should be 
corrected to fully state the rights of citizens of these United States as to the 
payment of income taxes and gift taxes on gifts made by a parent to a child, 
particularly in the question of a gift of a partnership interest, the partnership 
interest being recognized by the Bureau of Interna! Revenue and the laws as 
property which may be gifted, sold, or purchased. 

In the matter of gifts to minor children, the laws of the State of Arkansas 
state: 

“The parents of a minor, jointly with equal authority, if they be hushand 
and wife living together, or the survivor if one be dead, or the competent parent 
if one be incompetent, or the other parent if one be imprisoned for a felony, or 
the parent to whom the custody of the child has been awarded by a court of 
competent jurisdiction if the parents be divorced or living apart, shall be the 
natural guardian of the person of each unmarried minor child of such parents, 
and shall have the care and management of the estate of each such minor 
derived by gift from the parents or either of them, without tle necessity of 
judicial appointment; provided that, upon the showing of a necessity therefor to 
protect the interests of such minor, the court may appoint a statutory guardian 
of the estate of the minor, and when appointed and qualified the statutory 
guardian shall have exclusive control over the estate of the minor. The court 
may appoint the natural guardian as guardian of the estate of the minor” 
(Digest of the Statutes of Arkansas, 1949, title 57, par. 57-646). 


I 


STATEMENT OF Det R. PAIGE, CHAIRMAN TAXATION COMMITTEE, GEORGIA STATE 
CHAMBER OF COMMERCE, ATLANTA, GA., RE ToPic 34, Estate Taxes 


The Federal Government should discontinue the collection of death taxes, 
leaving this source of revenue to the States. 


STATEMENT OF THE AMERICAN TAXPAYERS ASSOCIATION, WASHINGTON, D. C., Re 
Toric 34, ESTATE AND Girt TAXES 


Under present laws the tax on the estates of decedents runs to a maximum of 
77 percent and the tax on gifts to slightly over 57 percent. These rates not only 
seriously impair the incentive to work, produce, and save, but they are openly 
destructive of capital and eventually will destroy accumulations of capital neces- 
sary for industrial activity and expansion. 

These high rates compel the wealthy to seek comparatively safe, liquid invest- 
ments in order to provide for the heavy taxes that will be imposed upon their 
estates at death, thus further reducing the capital available for business ventures 
which have resulted in the development of this country and the advancement of 
the American people. 

Furthermore, the amount of revenue from the estate and gift taxes is but a 
small part of the total budget. Assuredly, the harm done to the economy by 
the present high rates is out of all proportion to the revenue produced, and cannot 
be justified by any argument based on fiscal needs. 

The duplication of these taxes by the Federal and State Governments has 
reached grave proportions and steps should be taken to correct it. Since the 
States determine the right to dispose of property on death and the rights of 
inheritance, this field of taxation might conceivably be assigned exclusively to 
the States. 
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STATEMENT OF AMERICAN LIFE CONVENTION, CHICAGO, ILL., AND LIFE INSURANCE 
ASSOCIATION OF AMERICA, New York, N. Y., RE Topic 34 


Mr. Chairman and members of the committee, the following suggestions for 
revision of the Internal Revenue Code are submitted on behalf of the life-insur- 
ance business and are based on studies of joint committees of the American Life 
Convention and the Life Insurance Association of America. The composition 
of these associations was described at the time of our appearance before the 
comuiittee on topic 14. 


ESTATE TAXATION—ELIMINATION OF PREMIUM-PAYMENT TEST (SEC. 811 (G) (I. R. C.)) 


The present statute provides for estate taxation of proceeds of life insurance 
(1) if the decedent possessed any incidents of ownership in the policy at his 
death, or (2) if the decedent had paid the premiums on the policy either directly 
or indirectly. There can be no objection to the first standard—possession of 
incidents of ownership in the policy—because under it life insurance is treated 
like other forms of property for the purpose of the estate tax. 

The second criterion—the premium-payment test—however, singles out life 
insurance for unique and discriminatory treatment under the estate tax. There 
is no other form of property which becomes inevitably subject to the estate tax, 
even though the decedent has given it away completely and at his death does not 
own such property or any interest therein. 

The premium-payment test discriminates as between individuals, depending 
on their ability to provide differing arrangements for premium payments. Take 
for example two policyholders each of whom gives a policy of life insurance to 
his wife. Neither retains any incidents of ownership in a policy. The first 
policyholder continues to pay premiums thereon, or gives his wife a sum of money 
as a gift with which to pay the premiums. On his death, the entire proceeds are 
taxable to his estate. The second policyholder, however, either has a rich wife 
and can arrange to have premiums paid out of her own funds, or if he has suf- 
ficient assets himself ,can give her a sizable piece of property which she may 
sell or the income from which is sufficient for the purpose of paying premiums. 
When this second policyholder dies, nothing is taxable to his estate. 

Accordingly, we recommend that this discriminatory premium-payment test 
be eliminated by amending section 811 (g) so as to strike out paragraph (3) 
thereof, and to amend subsection (g) (2) thereof as follows: 

(2) RECEIVABLE BY OTHER BENEFICIARIES.—To the extent of the amount 
receivable by all other beneficiaries as insurance under policies upon the life 
of the decedent [(A) purchased with premiums, or other consideration, paid 
directly or indirectly by the decedent, in proportion that the amount so paid 
by the decedent bears to the total premium paid for the insurance, or (B)] 
with respect to which the decedent possessed at his death any of the incidents 
of ownership, exercisable either alone or in conjunction with any other person. 
[For the purposes of clause (A) of this paragraph, if the decedent transferred, 
by assignment or otherwise, a policy of insurance, the amount paid directly or 
indirectly by the decedent shall be reduced by an amount which bears the same 
ratio to the amount paid directly or indirectly by the decedent as the considera- 
tion in money or money's worth received by the decedent for the transfer bears 
to the value of the policy at the time of the transfer. For the purposes of 
clause (B) of this paravrarh, the term ‘incident of ownership’ does not include 
a reversionary interest.J] Jf the only incident of ownership possessed by the 
decedent at his death consists of a possibility that an interest in such a policy 
may vest in the decedent or his estate, and if such possibility could have becn 
defeated during dcccdent’s life, by anyone other than the decedent, through the 
exercise of a power of appointment (as defined in Section 811 (f) (2)) which 
in fact was erercisable immediately prior to the decedent's death, the decedent, 
for the purposes of this paragraph, shall not be considered as having possessed 
at his death any of the incidents ow ownership.” 

The language suggested above to be added at the end (i. e. the underlined 
words) would clearly establish that under the incidents of ownership test of 
taxability, the treatment of a reversionary interest would parallel that applicable 
to transfers of other forms of property under the estate tax provisions of the 
Internal Revenue Code. In line with the last sentence in Internal Revenue Code 
section 811 (c) (3), as amended, the proposed amendment would consider a 
reversionary interest as subjecting the insurance to tax only if it could not have 
been defeated by the exercise of a power prior to the death of the insured. 
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RESOLUTION ADOPTED BY THE COUNCIL OF STATE CHAMBERS OF COMMERCE WITH 
REGARD TO TOPIC 34, Girt- AND Estratre-TAx PROBLEMS 


“In recent years the Federal estate- and gift-tax rates have been carried to 
xcessive heights which return relatively little revenue. Fortunately, by its 
48 enactments, the Congress has taken steps to equalize and moderate the 
tate and gift taxes of married couples in community and noncommunity 
property States. It would be desirable, in the opinion of many observers, for 
e Federal Government to withdraw from estate and gift taxation if proper 
ifeguards could be provided to prevent the creation of tax-free areas in some 
tates. 

“If the Government continues to tax estates, as it apparently is determined 
to do, the Federal finance committee of the Council of State Chambers of Coim- 
erce recommends that the basic and additional taxes should be 


t 


combined in 

ie structure with an adequate credit allowed for the payment of State death 
taxes. The tax rates on the part of estates in excess of $10 million should not 
exceed 50 percent. The gift-tax rates should not exceed three-fourths of the 
estate-tax rates and a proportionate credit should be allowed for the payment 
of State gift taxes. By appropriate technical amendments, the estate and gift 
taxes should be made consistent with the Federal income tax to the end that 
the duplicate taxation which now exists may be eliminated. Proposals for the 
integration of the estate and gift taxes should be rejected.” 

The Georgia State Chamber of Commerce endorses the above resolution of the 
Council of State Chambers, 

Excerpt from letter of Arch M. Cantrall, Esq., on behalf of the West Virginia 
State Chamber of Commerce, reads as follows: “The additional estate tax should 
be repealed.” 


The Los Angeles Chamber of Commerce, Los Angeles, Calif., re 
gift- and estate-tax problems: 

“(1) That the proceeds from life-insurance policies payable to beneficiaries 
other than the estate be excluded from decedent’s gross estate in cases in which 
the decedent, in a transaction not in contemplation of death, transferred all 
the incidents of ownership to another. 

“(2) That the election to value the estate at the time of death or as of a 
date 1 year after death be made revocable. 

“(3) That, in the case of the estate and gift taxes, the Commissioner be given 
authority to enter into an agreement with the taxpayer to extend the time within 
which the tax may be assessed. 

“(4) That each donor under the gift tax provisions be given a single $3,000 
annual exemption for all gifts of future interests made by such donor in the 
taxable year. 


“(5) That the statute of limitations on assessing gift taxes be broadened to 


prevent the Commissioner from changing values for years on which the statute 
has run. 


“(6)That the credit for gift taxes against the estate tax be broadened to 
allow, as a credit, the full amount of the gift tax paid on any property included in 
the gross estate.” 


TOPIC 35—EXCISE TAX PROBLEMS 
The Cuarrman. We come to topic 35, excise tax problems. 
The first witness under this topic is Mr. J. A. C. McGann, assistant 
tax attorney, the Western Union Telegraph Co. 
Mr. McGann, we are glad to have you here. Do you have some asso- 
ciates with you? 


STATEMENT OF J. A. C. McGANN, ASSISTANT TAX ATTORNEY, THE 
WESTERN UNION TELEGRAPH CO., ACCOMPANIED BY ROBERT 
DIERKS, DIRECTOR, FACSIMILE AND PRIVATE WIRE SERVICE, 
THE WESTERN UNION TELEGRAPH CO. 


Mr. McGann. Yes; Mr. Robert Dierks, director of our facsimile 
and private wire service, who can answer any technical questions. 
The Cuatrman. You may proceed. 
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Mr. McGann. Mr. Chairman and members of the committee, my 
name is J. A.C. McGann. I am assistant tax attorney of the Western 
Union Telegraph Co. I am deeply appreciative of ‘the opportunity 
to appear before this committee, to invite your attention to several 
provisions of the presently effective Internal Revenue Code, or inter- 
pretations thereof by the Bureau of Internal Revenue, which, in our 
judgment, are inequitable and which have exerted, and continue ti 
exert, a harmful influence not alone on Western Union, but on Amer 
ican business generally. 

It is recognized that, considered against the broad background of 
the important tax problems with which you are confronted, , the items 
I am about to discuss are not of major revenue consequence. 

These tax proble ee are, nevertheless, of considerable importance t¢ 
Western Union, the Nation’s telegraph system, because they have a 
substantial and regressive effect on the development of revenues ur- 
gently needed toward the support of the nationwide telegraph service 
that Western Union alone provides. They are, too, because of com- 
petitive inequities and discriminations which I shall detail, a recur- 
rent source of considerable irritation to the public. 

Our efforts to correct the situation through administrative chan 
nels have been unsuccesesful, since the inequities for which we seek 
relief have their origin, in large part, in the language employed in 
the existing statutes. It is for that reason, therefore, that we respect 
fully urge appropriate action by your committee that will end the 
competitive inequities with which the Nation’s telegraph system is 
now burdened. 

For the consideration of this committee, I should like to present 
four items which I shall discuss in the order named: (1) Installa- 
tion charges; (2) salaries of operators; (3) common carrier exemp- 
tion; (4) intrafax. 

INSTALLATION CHARGES 


Internal Revenue Code section 3465 (a) (3) angen an excise tax 


of 15 percent on local telephone service. The said section, however, 
exempts from that tax amounts paid by subscribers for the installa- 
tion of “instruments, wires, poles, switchboards, apparatus, and 
equipment.” 

Language conferring a similar exemption is not embodied in those 
sections of the code which impose taxes at rates varying from 8 per- 
cent to 25 percent on various telegraph and telephone services. 

A telephone company may, therefore, ch: arge for installations, relo- 
cations or removals of “instruments, wires, poles, switchboards, 
apparatus, and equipment,” but such charges are exempted from the 
tax on local telephone service. 

Any similar charges made by the Telegraph Co. are, however, 
subject to an 8 percent, 10 percent, 15 percent or 25 percent tax, 
dependent on the taxable category of the service being furnished by 
the Telegraph Co. through the means of such facilities. It is obvious 
that the oe ition which has resulted is harmful to the Tele- 
graph Co. and a justifiable source of customer resentment. 

Our appeal to the Bureau of Internal Revenue to nullify the in- 
equitable result by an appropriate regulation or letter-ruling was 
rejected on the anticipated grounds that, as an administrative agency, 
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t was powerless to rule contrary to the expressed will of the law- 
making body. 

The inclusion of the language exempting charges for installations 
in the section imposing the tax on local telephone service and the 
failure to include similar language in the sections relating to tele- 
graph service understandably has led the Bureau to hold that Con- 
oress deliberately intended to discriminate between the two types of 
services. It was suggested that we go to Congress for the relief we 
sought. 

A more thorough analysis of the situation will disclose that the 
resultant discrimination 1s more grievous than would initially ap- 
ar. A subscriber may request the installation of a telephone in- 
strument or station which he intends to use predominantly or 
xclusively for long distance or interstate calls. Since, however, the 
nstallation of the station is performed by the local operating tele- 
phone company and falls within the category of “local telephone 
service,” the charges for installing, relocating, or removing the in- 
strument are exempt from tax. On the other hand, any charges 
which Western Union makes for installing a teleprinter in a sub- 

riber’s premises, whether intended for local or interstate use, is 
subject to the appropriate 15 percent or 25 percent tax. 

I must say that I doubt that Congress ever intended to be the in- 
strument of the discrimination which has resulted from the enact- 
ment of which I complain. The report of the Ways and Means 
Committee accompanying the revenue bill of 1941, which first pro- 
posed the tax on local telephone service, contains only this succinct 
comment as to the scope of that tax: 

As the tax is imposed only on telephone service, special provision is made to 
insure that charges for installation of instruments, poles, switcliboards, appa- 
ratus, and equipment are not subject to the tax. 

The Senate Finance Committee report adopted that language 
verbatim. 

In simple equity, the installation charges of the Telegraph Co. 
should be exempt since the taxes which it collects for the Government 
are imposed only on amounts paid for telegraph messages, cable mes- 
sages, leased wires, and leased wire services. Insofar as the separate 
imposition clauses as such are concerned, there is no valid ground for 
the discriminatory treatment which has prevailed between telephone 
and telegraph services, to the latter’s detriment. In simple justice, 
that discrimination should be removed. 

It is, therefore, respectfully suggested that section 3465 of the 
Interna! Revenue Code be amended by inserting the following sen- 
tence at the conclusion of paragraph (a) (2): 

Amounts paid for the installation of instruments, wires, poles, switchboards, 
appuratus, equipment, and salaries of operators shall not be considered amounts 
paid for service. 


In other words, Mr. Chairman, we are simply asking that you in- 
corporate in the telegraph sections the provision now contained in 
reference to local telephone service. 


SALARIES OF OPERATORS 


The competitive disadvantage imposed on Western Union that I 
have just reviewed has been further accentuated by the regulations 
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which relate to the tax on leased wires and leased wire services. I 
emphasize that, as imposed by Congress, the taxes were limited in 
scope to amounts paid for “leased wire, teletypewriter, or talking 
circuit special service” and to amounts paid for “any wire and 
equipment service.” 

The official regulations, however, do not limit the tax to amounts 
paid for leased wires or leased wire services, but provide that “in 
determining the amount of tax due, there shall be included all hytes S 
made in connection with the furnishing of any of the services enu- 
merated, such as salaries of operators, if in the employ of the person 
furnishing such services, charges for equipment, instruments, and other 
apparatus, and installation charges.” 

A comparable regulation has not been promulgated respecting th: 
tax on local telephone service, thus creating another inequitable and 
discriminatory difference in treatment. 

A single example will illustrate the impact of the application of the 
25 percent tax to charges for operators’ salaries. In the summer of 
1950, the Bankers Trust Co. (of New York), which operates a 
private wire system of communications between its home office and 
its branches and correspondent banks throughout the country, con- 
tracted with Western Union for an expansion of that system. As 
expanded, the system now consists of approximately 200 stations 
and 5 reperforator or automatic switching centers. The leased cir- 
cuit rental aggregates approximately $50,000 a month, on which the 
telegraph company bills to, and collects from, the Bankers Trust Co. 
the 25 percent Federal tax approximately $12,500 a month. The 200 
stations are operated by personnel employed by the bank and on the 
wages paid those operators no tax is required to be imposed. 

However, after completion of the expanded system, the telegraph 
company was requested to furnish, on a temporary basis, skilled person 
nel to operate the five reperforator centers. Had the bank trained 
its own personnel for this operation the Federal 25 percent excise 
tax would not apply. However, by reason of the mandate above 
quoted, the telegraph company was compelled to include the 25 per- 
cent tax on the wages paid by it to its own operators who were assigned 
to the operation of the five reperforator centers. Such wages ap- 
proximate $7,300 a month, on which the 25 percent tax totaling $1,825 
was imposed 

The Bankers Trust Co. vigorously protested the addition of such 
a substantial expense, asserting that it was not contemplated under its 
original cost appraisal of the expanded system and that it seemed 
to be an unfair imposition, particularly since the agreement for such 
operators was entered into as an aftermath to the leased-wire contract. 

Oral and written application was then made to the Bureau of 
Internal Revenue for amelioration of the situation. Our request 
for relief was denied. The Bureau simply referred to the provisions 
of its official regulation and ruled that the total amounts which— 
may be billed * * * for operators’ salaries and incidental overhead would be 
subject to the 25 percent tax * * * and it is immaterial whether such amounts 
are charged or billed separately. 

The application of this exorbitant superluxury tax rate of 2 
percent to what are obviously transactions essentially commercial in 
nature is a constant source of customer resentment and a consequent 
deterrent to the expansion of our telegraphic services. 
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We, therefore, urge that, if these taxes are to be retained, they should 
limited in scope, as is the tax on local telephone service, to leased 
res and leased-wire services as such, and that collateral incidental 
urges for operators’ salaries, installations, relocations, removals, and 
the like, should be exempted. 
The relief herein requested would be obtained through the employ- 
ent of the same language we have suggested in connection with in- 
tallation charges, namely, that section 3465 of the Code be amended 
y inserting the following sentence at the conclusion of paragraph 
1) (2) thereof: 


Amounts paid for the installation of instruments, wires, poles, switchboards, 
pparatus, equipment, and salaries of operators shall not be considered amounts 
paid for service. 


Incidentally, Mr. Chairman, the two topics I shall now discuss are 
f more importance than those I have just completed. 


COMMON CARRIER EXEMPTION FROM TAX ON LEASED-WIRE SERVICES 


Internal Revenue Code section 3465 (b) exempts from the tax on 
leased-wire services— 


the amount paid for so much of the service * * * as is utilized in the conduct by 
a common carrier or telephone or telegraph company or a radio broadcasting 
station or network, of its business as such. 


[t should be emphasized that this exemption relates only to the taxes 
on leased-wire services; it does not apply to the taxes on telegraph or 
telephone messages. 

The teletypewriter exchange service (commonly known as TWX) 
furnished by the American Telephone & Telegraph Co. and its affili- 


ated Bell System operating companies, has been classified for excise 
tax purposes by the Bureau of Internal Revenue as a special leased- 

re service. ‘Through this service the telephone companies furnish 
facilities for typewritten communication between exchange service 
subscribers. The interstate rates for this TWX service are based on 
the air-mile distance between rate centers, with the initial period rate 
being based on a 3-minute use of the facilities, or a fractional part 
of that period. 

Telephone system revenues from the use of TWX facilities in- 
creased from $3,863,000 in 1935 to $8,435,000 in 1940; $16,953,000 in 
1945; $20,513,000 in 1950, and to $26,503,000 in 1952. 

From the very nature of this TWX service—consisting, as it does, 
of a means of transmitting written telegraphic communications—it 
is apparent that it constitutes direct competition with the ordinary 
message telegraph services furnished by Western Union. Senate 
Document No. 53, released June 22, 1953, by the Senate Interstate and 
Foreign Commerce Committee, states, in referring to the telephone 
company’s record message services : 

The third competitive operation which the telegraph company must meet is 
the private-line telegraph service and the teletypewriter exchange service, two 
record telegraph services available to and employed by volume telegraph users. 
These competitive services are maintained and operated by the telephone com- 
pany, and the teletypewriter exchange service alone earned that company in 
gross revenues about $2614 million in 1952. 

This competitive phase is accentuated in the common-carrier field— 
which, under the common-law definition of the term adopted by the 
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sureau, includes railroads, steamship and airplane lines, and motor 

carriers of passengers and freight. Since TWX is classified as a 
special leased-wire service, common carriers escape the tax on that 
service by reason of the exemption conferred by section 3465 (b) of 
the Code. Were the same written communications sent as telegrams 
over the facilities of Western Union, the tax on telegraph messages 
would be applic: able, 

The incentive for common carriers to utilize the telephone com- 
pany’s tax-free TWX service is obvious. 

As an illustrati on of the effect this source of competition is having 
on Western wis nion’s message business, I quote an excerpt from a letter 
from our general manager at Chicago, dated April 25, 1951: 

We have lost a considerable volume of telegraph business at the Nickel Plate 
Railroad headquarters, Cleveland, Ohio, who have installed 32 telephone com- 
pany teletype machines in lieu of Western Union telegrams because there is 
no excise tax on TWX messages when used by a common carrier, 

We respectfully submit that this inequity should be ended. I, 
therefore, urge an amendment to section 3465 (b) of the Internal Rev- 
enue Code which will accord an exemption to common carriers of the 
tax on domestic telegraph messages in addition to that now enjoyed 
by common carriers with respect to the tax on leased wires. I suggest, 
for the consideration of this committee, the adoption of the following 
substitute for existing section 3465 (b): 

(b) This section shall not apply to the amount paid for so much of the 
service described in parngraphs (1) (B) (insofar as it relates to domestic tele 
graph messages) and (2) of subsection (a) as is utilized in the conduct by a 
common carrier or telephone or telegraph company or a radio broadcasting sta- 
tiou or network, of its business as such. 

Mr. Eseruarrer. Mr. Chairman, this might be an appropriate place 
for me to ask a question. 

The Cuarrman. Mr. Eberharter will inquire. 

Mr. Exsernarrer. Mr. McGann, you claim the telegraph service is 
being discriminated against as compared to the telephone service in 
gene ral? 

Mr. McGann. Yes, sir. 

Mr. Enertarter. In view of the dire need of the Treasury for addi- 
tional revenue, if we just included the telephone service in the taxation 
that we now have against you, that would equalize it; would it not? 

Mr. McGann. It would equalize it, yes, sir, but we believe the 
telephone service is entitled to the enactment achieved in 1941, and we 
would like to be placed on the same basis. From the revenue stand- 
point, we estimate that with respect to this common-carrier item, 
the total tax per annum is in the neighborhood of $300,000. It really 
is not a significant revenue-raising measure. 

Mr. Esernarter. What would be the result if the telephone service 
were put on the same basis as the telegraph service ? 

Mr. McGann. I do not know what their business is with respect to 
this TWX service. 

Mr. Esvernarrer. We may be looking for new sources of revenue. 

Mr. McGann. I appreciate your predicament, sir. 

Mr. Ernernarrer. Thank you. 

Mr. McGann. Our next subject is Intrafax. 
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INTRAFAX 


In conclusion, I should like to offer a few facts about a new non- 
telegraphic service, called Intrafax, which Western Union has intro- 
duced to help American business. Our appeal for relief in this in- 
stance is that, solely because the telegraph company rents certain oflice- 
efliciency equipment to business concerns, the rental price bears a 25 
rcent Federal excise tax. Competitive equipment in like fields mar- 
ted by companies not engaged in the telegraph business escapes 
Federal excise taxes with an obvious disadvantage to Western Union 

d its patrons. 

Western Union, the world leader in the facsimile field, has brought 

he advantages and convenience of this ultramodern development to 
thousands of telegraph users in recent years, to speed the handling of 
telegrams. 

he facsimile process is a duplicating medium, providing an exact 
picture copy of drawings, blueprints, and of other written, typed, or 
printed matter. Our facsimile equipment, I might add, was devel- 
oped and engineered to its present state of perfection at great labor 
and cost in Western Union’s laboratories. 

The telegraph company concluded that, in addition to its major use 
in the telegraph field, similar equipment could be advantageously 
employed by customers within their own plants and offices to facilitate 
the reproduction of an infinite variety of records and forms, and to 
eliminate the internal physical movement of such records within their 
own establishments. Western Union accordingly offered to rent fac- 
simile equipment to customers in 1952, calling this service Intrafax, 

Intrafax, although still comparatively new, has found wide accept- 
ance and is being “used extensively in the banking, aviation, manu- 
facturing, and other fields to reduce office costs and internal del: Lys in 
prepar ing copies and processing records. 

The County Trust Co. of White Plains, N. Y., for example, uses 
Intrafax equipment to verify signatures on checks presented at its 
tellers’ windows. 

The Pennsylvania Railroad uses Intrafax at Pittsburgh to place in 
the hands of travelers a facsimile Pullman ticket, whic h is handed by 
the traveler to the train conductor like any ordinary ticket. 

At Baltimore, the State of Maryland employs Intrafax to put in 
the hands of traffic court judges exact copies of drivers’ records, to 
expedite the disposition of traffic violations. 

Of course, these are not telegraphic uses, and it was our initial belief 
that the Federal excise tax ordinarily applicable to leased-wire tele- 
graphic services would not apply to charges for renting Intrafax 
equipment to customers for their internal office-efficiency purpose. 
However, based on an examination of published rulings of the Bureau 
of Internal Revenue, it is apparent that the regulations as presently 
written (specifically section 3465 (a) (2)) leave no room for an 
exception to the application of a 25 percent Federal excise tax in aioe 
cases, 

Both the law and the regulations, as amended, I should like to 
emphasize, date back to 1941, 11 years before Intrafax was even con- 
ceived—long before anyone could anticipate a new scientific develop- 


‘ 
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ment that would produce a machine, filling equally well the need 
for telegraphic-transmission purposes and for its internal use in 
yr ss establishments for reproduction purposes. 

I referred previously to the fact that comparable equipment fur- 
bine by other companies not in the teleer: aph business escapes 
Federal excise taxes. The TelAutograph C orp.’s equipment, for ex 
ample, which functions as an internal communication system in cu 
tomers’ establishments, but does not, like Western Union’s Intra 
fax equipment, make copies and fill other reproducing-machine needs, 
is provided to customers, we understand, free of Federal excise tax 
Other companies provide television equipment, used within banks to 
verify signatures by means of closed-television circuits. Such equip 
ment, competing directly with Western Union’s Intrafax, escapes any 
Federal excise tax. Such discriminations against Western Union 
and its customers, it is submitted, are inequitable and should be 
terminated. 

intrafax equipment rented to patrons by Western Union bears a 

5 percent Federal excise tax because the 1941 Revenue Act provides, 
in connection with the tax on leased wires and leased wire services, 
that “the tax shall apply whether or not the wire or services are 
within a local exchange area.” 

Let me explain here that the Federal excise tax on leased wire 
service was first imposed by the Revenue Act of 1918, and was re- 
enacted by the successive acts until its repeal in 1926. As construed by 
the Treasury Departme > the tax was limited, for all practical pur- 
poses, to amounts paid for long-distance wire services. In this re- 
spect, it harmonized with the congressional intent to tax long-distance 
telephone calls the charges for which exceeded 50 cents and to tax 
amounts charged for telegrams, which are, and have always been, 
predominantly interstate and intrastate in character, as distinguished 
from intracity. 

To achieve this harmony in limiting the taxes to long-distance 
messages and long-distance wire services, the Treasury Department 
in 1921 promulgated articles 19, 20, 21, and 22 of regulations 57. 

Article 19, relating to private branch exchange service, provided 
that— 
amounts paid for private branch exchange service (called PBX service) where 
the exchange equipment is located on the premises of the lessee and is used for 
intercommunication on the premises, are not subject to tax. 


Article 20, relating to tie lines connecting two private branch 
exchanges, exempted— 

the amount paid for rental of a tie line connecting two or more private branch 
exchanges located within an area served by a local telephone exchange. 

Article 21 contained a similar exemption for private lines and ex- 
tension lines, and article 22 exempted intercommunication and in- 
terior systems. 

Upon the reenactment of the tax on leased wire services by the 
Revenue Act of 1932, the Treasury Department adopted verbatim 
in articles 12, 13, 14, and 15 of regulations 42 the above-referred to 
articles from regulations 57. 

Had the foregoing regulations been continued in effect to the present 
day, rentals for our Intrafax service clearly would not be taxable. 

However, the 1941 Revenue Act was amended, as I have previously 
stated, to apply the tax to leased wires and leased wire services even 
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hen within a local exchange area. The motivation of the Treasury 
partment in recommending the 1941 amendment to Congress can 
judged, in part at least, from our ewn experience. By reason of 
previous limitation of the tax on leased wire services to those 
rvices which extended beyond the limits of a local exchange area, 
rokers in various metropolitan areas th ronmhod the country in which 
e located stock exchanges had obtained refunds of taxes approxi- 
ting $200,000 on charges for stock and commercial news services 
rnished by the telegraph company. Had there been a clear distinc- 
between an intercommunication system and a service furnished 
by the telegraph company to stock brokers, we can safely assume that 
he 1941 amendment to the Internal Revenue Code would not have 
1 proposed to, and adopted by, Congress. 
The fact remains that since 1941, and more specifically within the 
ist year, the telegraph company has developed, and is now offering, 
w nontelegraphic service which had no counterpart when the 1941 
endment was adopted. Our Intrafax service definitely is one 
ch would have been nontaxable under the 1918 and 1932 acts and 
regulations originally adopted thereunder. It is a collateral, non- 
telegraphic service not contemplated at the time the 1941 amendment 
vas adopted, for which reason we believe Congress and ihe Treasury 
Department should recognize that the existing law and regulations 
ould be amended so as to permit the furnishing of our Intrafax 
rvice without the imposition of any Federal excise tax. 
lo tax Intrafax simply because it is furnished by a telegraph com- 
pany which furnishes other services concededly subject to Federal ex- 
se taxes is to look to the accidental aspects of the situation and to 
verlook the substantial competitive disadvantage in which the tele- 


graph company is placed in its promotion of this new and improved 
service. 

[ respectfully submit that the loophole which the Treasury Depart- 
ment and Congress sought to close by the 1941 amendment will remain 
substantially closed by retaining the existing concluding paragraph 
of section 3465 (a) (2), namely: 


The tax shall apply under this paragraph whether or not the wires or services 
are within a local exchange area 


and adding thereto the following qualification: 


provided, however, that amounts paid for intercommunication and interior sys- 
tems located within a local exchange area are not subject to tax. 


Under this suggested amendment, all charges for wire and equip- 
ment services, including stock-quotation information service and all 
other similar services, would remain subject to tax since the informa- 
tion conveyed emanates from a source independent of the subscriber 
to an intercommunication or interior system. Moreover, the limita- 
tion of the exemption of an intercommunication or interior system to 
those located within a local exchange area would preclude an exemp- 
tion on charges made for intercommunication and interior systems ca- 
pable of long-distance transmission. 

The Cuairman. We thank you very much for your paper. 

Are there any questions ? 

Mr. Srmpson. These are all taxes against the doing of business, are 
they not ? 
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Mr. McGann. No. This is the tax imposed on telegraph and tele- 
phone messages and leased wire services. 

Mr. Simpson. They are all business expenses to the persons who have 
to pay for them? 

Mr. McGann. Yes, sir. I might add that at the present time the 
tax on Intrafax for the entire year amounts to only $40,000, so it is 
not large as far as the revenue is concerned. 

The CitarMan. Our next witness is Mr. Robert Lee Boyd, vice 
president, the Bloch Brothers Tobacco Co., and chairman of the Asso- 
ciated Tobacco Manufacturers Committee on Revision of the Internal 
Revenue Code. The committee will be glad to hear you, Mr. Boyd. 


STATEMENT OF ROBERT LEE BOYD, VICE PRESIDENT, THE BLOCH 
BROS. TOBACCO CO., CHAIRMAN, ASSOCIATED TOBACCO MANU- 
FACTURERS COMMITTEE ON REVISION OF THE INTERNAL 
REVENUE CODE 


Mr. Boyrp. Thank you, Mr. Chairman. 

My name is Robert Lee Boyd. I am vice president of the Bloch 
Bros. Tobacco Co. of Wheeling, W. Va. I am most appreciative of 
this opportunity to present to you a few of what seem desirable recom- 
mendations for amendment of the outmoded administrative provisions 
of the tobacco-tax law as collated and promulgated in the Internal 
Revenue Code (ch. 15 and some incidental references in other chap- 
ters). 

These recommendations are made on behalf of my own company and 
of the Associated Tobacco Manufacturers, which is a trade group rep- 
resenting most of the medium-sized and smaller independent tobacco- 
products manufacturers. 

These recommendations are, I am sure you will find, unique. They 
are unique, a because we are not asking for any cut in tax rate nor 
for any relief from tax burden. They are also unique in that they 
are, I believe. entirely noncontroversial. I am sure you will find that 
the Internal Revenue Service, the large manufacturers, the 2,100 leaf- 
tobacco dealers, and everyone engaged in the manufacture, processing, 
and distribution of tobacco product ts will agree with these proposals, 

We wish, gentlemen, merely to recommend some more or less tech- 
nical, modernizing amendments which will serve to cut out consider- 
able of the costly and now needless “horse and buggy” era redtape in 
the collection of tobacco taxes. 

It is believed that bringing the tobacco-tax code up to date can save 
the Government millions of dollars each year in useless administrative 
expense now required under the 19th century code still in effect. The 
savings to taxpayers can be many times that amount—and the Govern- 
ment would not lose 1 cent in tax revenue. 

What we are proposing is that various of the administrative pro- 
visions of the outdated tobacco-tax statutes be simplified and modern- 
ized. 

This committee, the Congress, and the Internal Revenue Service 
have now had a great deal of e xperience with the collection of many 
newer excises. The administrative reforms we are proposing will 
simply put the collection of tobacco taxes on a more modern and a 
fairer basis—that used for collecting all of the many manufacturers’ 
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xcises now levied, except for substantially only two other remaining 

tamp taxes, 
lhe Federal Government first taxed tobacco in 1862—taking in 

bout $3 million a year. By the turn of the century, Federal tobacco 
ses amounted to almost 20 times as much, but were still under $60 

llion. By the time we had gotten around to the income tax of 1918, 

, tobacco tax was nearly 60 years old and returning about $160 mil- 

nayear. In the fiscal year 1952, tobacco tax revenues had reached 
$114 billion. 

[he return on tobacco excises has increased 25-fold since 1900, and 
bacco manufacturing and marketing methods have changed in like 
roportion. Yet the tobacco-tax laws today, and the complicated reg- 
itions required under them, are still in essentially the same form 

ch was effective for many years before the turn of the century. 

[ will spare you a detailed recital of the many complex, archaic, and 
innecessary provisions which are still in the law and effectuated by 
regulations. It is enough to say, by way of example, that the statute 
still provides that a collector on discovering any breach of law by a 
tobacco peddler may seize his horse, his mule, his wagon, his pack, or 

is basket. That, of course, assumes that the collector can, first, find 
, peddler and, second, find one with such equipage. Seizure of a truck 
r automobile is not authorized. 

The letter of the law still requires us to make daily entries of each 
letail of every transaction in special sets of voluminous books, and, 
each month, to file true and complete abstracts of these books with the 
ippropriate district directors. These entries are still made in the 
bales hand day by day and month by month (presumably by clerks 
sitting on high stools and wearing green visors), there being no IBM 
or other accounting machinery adapted to such archaic and now useless 
recordkeeping arrangements. Every transfer of tobacco, even between 
departments of the same business, if in separate buildings, now re- 
quires duplicate invoices and elaborate records. 

Or—still in the name of tax collection—the law requires anyone 
manufacturing tobacco products to install a sign on the side or end 
of his premises stating his name in letters which are to be not less 
than 3 inches in length and which must be painted either in oil colors 
or gilded. A neon sign on the front or the roof won’t do. 

Many of the administrative provisions of this old tax law are vir- 
tually regulatory in character, because that sort of control of the 
ountless small factories and innumerable independent peddlers of a 
bygone era was then thought necessary to tax collection. That, of 
course, is not at all the case today. 

We wish, then, to propose three principal administrative changes, 
together with a few additional minor adjustments. The latter are 
simply noted at the end of this statement which, by your leave, I will 
file with the committee. 


PREPAYMENT OF STAMP TAX 


The first item of change has to do with the stamp method of pre- 
collecting tobacco taxes. You are all familiar with the ever-present 
blue stamps bearing the portrait of DeWitt Clinton, whom we revere, 
but which for a package of cigarettes now cost us 8 cents apiece. 

You are probably less familiar with the great expense and admin- 
istrative burdens which go into printing, distributing, selling, ac- 
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counting for, transferring, safekeeping, canceling, affixing, and 
redeeming of these stamps. They involve maintenance of scattered 
inventories, daily payments by certified check, armored car deliveries, 
vault storage, piecing together and cleaning mutilated stamps, Gov 
ernment supervised burning of returned stamped products, and a 
score of other administrative chores which are needlessly costly to 
Government, to the taxpayer, and to the consumer. 

We submit that manufacturers’ excises on air conditioners, auto 
mobiles, cameras, light bulbs, fishing equipment, dishwashers, lawn 
mowers, fountain pens, television sets, tires, and many other product 
are effectively and economically collected under modern methods 
without need for costly tax stamps. We submit, further, that tobacco 
taxes can now be collected as effectively, as efficiently, and as eco 
nomically by comparable and simplified return methods. 

There is a particularly burdensome, complicated, and expensive 
feature incidental to the stamp method of collection, which would be 
obviated if the return method were substituted; that is, all the elab- 
orate, detailed, and otherwise unnecessary provisions in the law and 
the regulations relating to and prescribing the size and contents of 
packages and of cigar and cigarette boxes. This could be done away 
with. Believe me, this is a terribly troublesome matter for the Gov 
ernment as well as the manufacturer. 

The tobacco stamp device may have been—and doubtless was 
useful long ago. That was when innumerable manufacturers were 
using hand methods in countless small establishments, when peddlers 
roamed the land long before modern distribution methods were con- 
ceived, when accountancy and bookkeeping methods were still in a 
relatively primitive stage, and when such taxes were less understood 
and less accepted than is now the case. 

Since the stamp method was set up, however, both the state of the 
industry and the art of tax collection have changed and advanced 
materially. The tobacco manufacturing industry is now concen 
trated in a relatively few reputable and responsible organizations. 
Excises on a wide range of products are now collected by a simple 
return, with both returns and payment made after the transaction 
giving rise to the liability. The manufacturer makes monthly de- 
posits of the amount of estimated tax and a quarterly report of the 
final and exactly determined tax for the 3 months. 

Elimination of stamps would save the Government paper costs, 
— costs, handling costs, guarding costs, accountancy costs, re- 
ate costs, and the many other items of stamp tax expense. The cost 
of paper and printing alone has been estimated at about $3 million 
per year, and the other governmental handling and accounting costs 
must amount to considerably more than that, involving transactions 
now in more than 20 billion stamps a year. The Government now 
has to print stamps for the various types of tobacco products in hun- 
dreds of different sizes and denominations. The Internal Revenue 
Service should be able to provide more accurate savings estimates. 
We estimate the total at $6 million or more annually. 

The Commonwealth of Massachusetts has, incidentally, substituted 
the return method for the stamp or decal device for collecting its 
State cigarette tax and found that its savings far exceed any possible 
loss in revenue through minor evasions. 
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[Tobacco manufacturers must now buy and pay for these stamps— 
ch amounts to prepayment of the tax—in advance of the comple- 
, of manufacture or packaging of the product whose sale is taxed. 
Most other excises are not prepaid, and prepayment of the tobacco 
x has, at the present high rates, become particularly onerous. 
Phe stamps—which we must buy in advance—in many cases now 
more than the product. The money tied up in prepaid taxes on 
garettes exceeds the investment in materials, containers, packages, 

i labor. 

It has been estimated that the prepayment aspect of tobacco stamp 

‘es costs the cigarette manufacturers over $140 million in added 

pital. What it amounts to, in effect, is a prepayment equal to the 

tire inventory of finished goods and accounts receivable. This is 
irticularly onerous on the smaller manufacturers with limited credit 
facilities who need the capital for ordinary manufacturing purposes. 

Now, instead of making returns and paying the tax after manu- 
facturing, the manufacturers must borrow the money, pay interest on 
it, turn it over to the Director before the product is even completed, 

nd in turn receive no compensating interest for prepaying the tax. 
Whatever the legal technicality under the old law, the manufacturer 
is merely the collecting agent tor the Government. The tax is in fact 
borne by the consumer, and there is now no justification for putting the 
collecting agent to the very considerable expense of paying the Govern- 
ment before he has—or even could have—collected the tax. 

We propose simply that the tax be made payable on the basis of a 
quarterly return, with monthly deposits of estimated tax. That would 
put tobacco manufacturers more nearly in a position comparable to 
that of the several other industries subject to Federal manufacturers’ 


excise taxes. It would reduce the very costly and artificial capital 
requirements of the tobacco business. And it would not reduce tax 
revenue at all. 


STATEMENTS AND REGISTRATION 


Second, the old code includes a multiplicity of requirements with 
respect to statements, registration, bonding, certificates, and the like, 
none of which are found in modern statutes. It is proposed to sub- 
stitute a simple statement and, if need be, a simple bonding require- 
ment satisfactory to the Internal Revenue Service. This will cut out 
needless red tape and meaningless provisions and eliminate technical 
violations and needless expense. 


BOOKS AND ABSTRACTS 


Third, we are proposing modernization of the several detailed rec- 
ord-keeping requirements in these old statutes. The law now requires, 
as indicated, that transactions books be maintained on a daily basis, 
that monthly abstracts be provided, that periodical and detailed inven- 
tory reports be filed (whether or not the Commissioner has any need 
for them), and the like. The Commissioner has no need whatsoever 
for 95 percent of this made-work—and I hope he is not putting the 
Government to the needless expense of reading these reports. It is 
bad enough that we must continue the expense of compiling them. 
Here, too, we ask only that the recordkeeping requirements in con- 
nection with tobacco taxes be modernized and simplified. The Com- 
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missioner, of course, has free access to all records at any time as 
the case of any tax. 

Finally, there are a few other details; such as permitting the print- 
ing of labels on boxes which, under the law, must now be pasted rather 
than printed. These minor adjustments are detailed in the statement 
which I wish to file with the committee. 

May I stress once again that these are simply administrative adjust- 
ments designed to bring a very early excise statute more closely into 
line with present practice, thereby saving the Government consider- 


able e xpense and getting rid of a great de: al of costly red tape which is 
now wholly needless. 


ar various amendments suggested are: 

The law now includes many nearly similar sections, but yet need- 
sil different in some respects, applicable on the one hand to tobacco 
and snuff and on the other to cigars and cigarettes. These should be 
sunplified and consolidated. 

2. Substitute such simple registration of statement and bonding pro- 
visions as may be necessary, for the present requirements, eliminating 
the filing of detailed statements of premises, number of cutting ma- 
chines, hand mills, et cetera. 

3. Eliminate the requirement for tobacco tax stamps and substitute 
modern returns and payment provisions, thus allowing the manufac- 
turer to complete the process and remove the products from his factor y 
Lefore payment of tax. 

4. Require a statement of tax payment to be shown on the package 
itself. 

5. Eliminate entirely, or as much as possible of, the daily book entry, 
monthly abstract, and annual inventory requirements, giving the Com- 
missioner instead the right to require such information as may be 
necessary to tax enforcement. 

G. If it is necessary to bond premises, provide for it on a practical 
basis as by the premises designated by a street address. 

Repeal all provisions applicable to peddlers, they being no longer 
necessary. 

8. Simplify the provisions requiring stutements, registration, certi- 
ficates, records, reports, and bonds of leaf de ealers, which are no longer 
necessary. 

9. Modernize such of the packaging and labeling requirements as 
must be retained, deiegating discretionary authority about such things 
{uv the Commissioner whenever feasible. 

10. Authorize 7 tax-free packages of 20 cigarettes per week per em- 
ployee, instead of the present 21 ¢ cigarettes per week, as more compar- 
ible to the present allowance of 21 cigars. The law and regulations 
now treat cigars and cigarettes alike for this purpose. 

I now ask for permission to submit a memorandum giving details 
of suggestions for technical amendments to the statutes to carry out 
tiie above purposes. 

Thank you 

The Cuamman. Without objection it is so ordered. 
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Che memorandum referred to follows :) 
SUGGESTED CHANGES IN 
CHAPTER 15—INTERNAL REVENUE CODE 


SUBCHAPTER A RATE AND PAYMENT OF A 


2000. Rate of taw 


e to improve language as to the articles subject to tax and to provide 
espect to large cigars that the tax liability accrues when they are removed 
retail at certain prices. 


001. Taxpayer 


e to eliminate reference to stamps and provide that the actual iker 

turer shall be liable for the tax required by law upon the articles 

ted in section 2000 upon the removal of such articles from the place 
nufacturing. 


102, Payment of tax 


eliminate reference to stamps and to provide for payment of the 


juarterly returns. Provide for monthly payment of estimated tax to 


ector with a quarterly return to contain a complete statement of the 


SUBCHAPTER I MANUFACTURERS, DEALERS AND PEDDLERS 


Defi tion and requirements of tobacco and nuff manufacturers 
] f nufacturers 


10. Definition 


1) 


R se so as to fully define what operations constitute the business of the 
facturer of tobacco and snuff; i. e. (1) the production of tobacco or snuff 


ce (2) the putting up for use or Consumption of tobacco; (3) the 
processing of tobacco; (4) the handling of tobacco materials; and (5) 


f leaf to consumers, 


n 2011. Registration 


012. Statement 


R se to require that the statement show only the name, location where the 


ss is to be carried on, and a description of the premises bonded as the 


/13. Bond 
Revise to require that a satisfactory bond be given in such form as the 
lissioner may prescribe and in such manner as the Secretary may, by 
tions, pre scribe. 
n 2014. Certificate 
Revise to require the issuance of a certificate or permit to carry on business 
en a manufacturer of tobacco or snuff has filed the statement required by 
2 and furnished the bond required by 2018. The certificate or permit shall 
posted in a conspicuous place at the address shown in the statement. 
tion 2015. Sign 
tevise to permit the Secretary, by regulations, to prescribe the size, form of 
manner of posting, etc. 
tion 2016. Factory number 
Revise to require the assignment of a number for purposes required by this 
ter and for such other purposes as the Secretary may, by regulations, 


ribe, 





1636 GENERAL REVENUE REVISION 


Section 2017. Inventory 

Revise to require an inventory at the time of commencing and conclu 
business, and only at such other times as an internal revenue officer may dem 
Describe the items to be included in the inventory, omitting tinfoil, licorice, sug 
gum, ete, 
Section 2018. Books 

Revise to require the manufacturer to enter an accurate account of the d 
transactions. Such entries to be made on or before the close of business 
day following the business conducted. Specify the items to be recorded—s 
as section 2017. Require that adequate commercial-type records shall be k 
as to all purchases, receipts, sales, and removals (including all materials used 
by the manufacturer), and that such records shall be made available for in 


tion by Internal Revenue officers on demand. 


Section 2019. Monthly abstracts 
Provide abstracts from the books required under section 2018 to be furnish« 
not earlier than the 15th day of each month following the month for which the 
record is prepared. Provide that such abstracts shall be furnished or filed ; 
the Secretary may, by regulations, prescribe. 
Add new section 
Insert provision to permit manufacturers of tobacco and snuff to sell leaf 
d other tobacco materials in any quantity without the payment of tax to othe 
anufacturers under such regulations as the Secretary may prescribe. 


Part Il1—Definition and requirements of cigar and cigarette manufacturers 


Section 2030. Definition 
Revise to clarify the definition of manufacturer. 
Scction 2081. Registration 
Repeal. 
Section 2032. Statement 
Revise to require the statements show the same information as 2012. 


Section 2038. Bond 


Revise to require bond under the same conditions as 2013. 


Add new section 
Provide for the issuance of a certificate or permit to carry on business under 
the same conditions as section 2014. 


Section 2034. Sign 

Revise to permit the Secretary, by regulations, to prescribe the size, form of 
sign, manner of posting, etc. 
Section 2035. Factory number 

Revise to require the assignment of a number for purposes required by this 
chapter and for such other purposes as the Secretary may, by regulations, 
prescribe. 
Section 2036. Inventory 

Revise to require an inventory at the time of commencing and concluding busi- 
ness and only at such other times as an internal revenue officer may demand 
Describe the items to be inventoried, omitting detail with respect to boxes, et: 


Section 2037. Books 

Revise to require the manufacturer to enter an accurate account of the daily 
transactions. Such entries to be made on or before the close of business the 
day following the business conducted. Specify the items to be recorded—same 
as section 2017. Require that adequate commercial-type records shall be kept 
as to all purchases, receipts, sales, and removals (including all materials used 
by the manufacturer), and that such records shall be made available for inspec- 
tion by internal revenue officers on demand. 


Section 2088. Monthly abstracts 
/ 


Provide abstracts from the books required under section 2018 to be furnished 
not earlier than the 15th day of each month following the month for which the 





GENERAL REVENUE REVISION 1637 


1 is prepared. Provide that such abstracts shall be furnished or filed as 
cretary may, by regulations, prescribe. 

m 20389. Additional requirements of cigarette manufacturers purchasing 
yarette tubes 

al. 

n 2040. Purchases of leaf tobacco 

ise to permit manufacturers of cigars and cigarettes to sell or purchase 
d other tobacco materials in any quantity without the payment of tax 
om other manufacturers under such regulations as the Secretary may 


ripe 
Part I1I—Definition and requirements of dealers 


n 2050. Definition 
ise to clearly define what operations constitute the business of a dealer in 
tobacco; i. e. (1) every person whose business it is to receive leaf tobacco 
» or shipment, or (2) who receives such tobacco for packing, rehandling, 
g, stemming, or storage for others. 


n 2051. Registration 


2052. Statement 


» require that the statement show only the name, location where the 
is to be carried on, and a description of the premises bonded as the 


20538. Bond 
ise to require that a satisfactory bond be given in such form as the Com- 
mer may prescribe and in such manner as the Secretary may, by regula 
prescribe, 
new section 
vide for the assignment of a number for purposes as required by this chap- 
ind for such other purposes as the Secretary may, by regulations, prescribe. 
n 2054. Certificate and number 
ise to require the issuance of a certificate or permit to carry on business 
a manufacturer of tobacco or snuff has filed the statement required by 
2 and furnished the bond required by 2013. The certificate or permit shall 
posted in a conspicuous place at the address shown in the statement. Omit 
ference to number in this section. 


tion 2055. Inventory 
Revise to require an inventory at the time of commencing and concluding 
ess and only at such other times as an internal revenue officer may demand. 
ion 2056. Records and invoices 


on 2057. Vonthly reports 
ion 2058. Demand statement of sales 


Revise to require that commercial records shall be kept of all purchases, re- 
pts, sales, and shipments, and that such records shall be made available for 
» inspection of internal revenue officers upon demand, 

m 2059. Restrictions on sales or shipments 


Revise to permit dealers to sell leaf tobacco in any quantity only to other 
ilified dealers, to qualified manufacturers of tobacco, snuff, cigars, or cigar- 
Ss; or for export as the Secretary may, by regulations, prescribe. 


Part IV—Definition and requirements of peddlers of tobacco 


Section 2070. Definition, 
Through and including section 2076. 
Repeal, as peddlers of tobaceo are practically extinct. 
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SUBCHAPTER (¢ PACKING, STAMPING, AND SELLING REQUIREMENTS 


Part I—Tobacco and snuff 
Section 2100. Packages 
Revise to provide that smoking and chewing tobacco and snuff, cavendish, | 
twist, and all other ty f manufactured tobacco shall be put up and prepa 
manufacturer for sale or removal for sale or consumption only ir 
as the Commissioner may prescribe and in such manner as the S 
lations, prescrilhe 
should be revised 
ould provide that every package of manufactured toba 
inted « wr affixed thereto a statement that tax has 


al count of the contents. The manufacturs 


for identifics n 


cribe the material ( 1, if not provided in new sex 
following 2019 or 2040 or 2059. 


Snuff flour 


f e to stamps and to substitute (if not 
d 2002), a provision for payment by quarterly retu 
he director of estimated monthly taxes. 


bsection (d), llector’s account: May be revised to meet the present 


conditions. 


ection 2104. Sa 
Ktepeal 
and cigarettes 


Packages 
o require that all cigars and cigarettes shall be put up and prepared 


y manutacturet emoval for sale or consumption only in su 
packages as the Commissioner may prescribe and in such manner as the Secreta 
nia by regulations, prescribe 

Subsection (c). Enclosures and designs: Revise if required. 

Subsection (d). Labels: Revise to provide for the caution notice to be printe 

or affixed to packages. Every package of cigars or cigarettes shall have 

lainly printed on or affixed thereto a statement that tax has been paid on t 
net weight or numerical count of the contents. The manufacturer’s num 
appear on such label for identification. Consider whether any furth« 


label or identification is required. 
Subsection (f): Provide for tax-free use by employees at the rate of 5 large 
tes or 20 small cigars or cigarettes each day employed. 


shall 


cigare 
Section 2112. Stamps 
Repeal. 
Section 21138. Sales of cigars and cigarettes 
Cross reference to section 2170. 
2114. Cross references 
section (a): Cross reference to section 213 
Subsection (b): Repeal. 


SUBCHAPTER D-—IMPORTATION AND EXPORTATION 


Part I—Importation 


130. Packaging and stamping 
Eliminate all reference to stamps. 
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Part II—Ezportation 

se to eliminate all reference to stamps. 

n 2135, Exemption from tar 

ise to eliminate all reference to stamps and to date of application 
ction 2186. Drawback 
Revise to eliminate all reference to stamps. 

2187. Refund to exporter instead of manufacturer 
se to meet present requirements. 


SUBCHAPTER } PENALTIES AND FORF! 


n 2150 through and including section 2199 


hese sections dealing with penalties for failure to comply with the law, and 
me extent dealing with the personnel administration of the Internal Rev- 
Service, Should be revised to eliminate all reference to stamps, and other 
as the Internal Revenue Service considers appropriate and desirable to 
re full, prompt, and effective collection of all taxes due and payable 


CHAPTER 2S—PROVISIONS COMMON TO MISCELLANEOUS TAXES 
SUBCHAPTER A—GENERAL PROVISIONS 


Part I—Stamps, Marks, and Brands 


83800 through section 8326 

peal any reference to tobacco, snuff, cigars, and cigarette taxes. Other- 
we have no recommendation to make with respect to this subchapter, as 
stamps and collections referred to therein are applicable to many other 


hesses 


CHAPTER 3 INFORMATION AND Ri 


SUBCHAPTER A DISCOVERY OF 1 
8600 through section 8603 


have no recommendation to make with respect to these sec 


SUBCHAPTER B-——DETERMINATION OF TAX LIABILITY 


n 8611 through section 8617 


have no recommendation to make with respect to these 


SUBCHAPTER (¢ MISCELLANEOUS PROVISIONS 


n 8630 through section 33: 


» have no recommendation to make with respect to these 


CHAPTER 35—ASSESSMENT 


I 


m 8640 through section 8647 


have no recommendation to make with respect to these 


CHAPTER 36—COLLECTION 


ction 8650 through section 8762 


We have no recommendation to make with respect to these sections 


The CHamman. Have you discussed these possible reforms with 
he Commissioner of Internal Revenue? 

Mr. Boyp. No. I have not. 

The CuarrMan. You do not know how he feels with regard to 
operating in that manner? 

Mr. Borp. No; I have not had an opportunity to familiarize the 
mmissioner with the suggestions or to talk over with him the 
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points involved. I know that he has been involved in a thous 
other thi Ings. 

However, | expect to do that eventually. 

The Cuarrman. Thank you. 

Mr. EseruArter. Mr. Boyd, do you know whether or not ther 
any obi ction to the iggestlons mi ide in the tobacco industry ? 

Mr. Boyp. No, I do not. 

Mr. Erxeruarrer. | notice you say your statement is for the sm 
firms and independents. 

Mr. Boyp. wanted to avoid any implication that ] represent 
the large m: ifacturers. l have been told by representatives of { 
of them that they thought that this was a fine idea and hoped it w« 
be successful. But as you know, the principal manufacturers 
under an antitrust order and they are just scared to join with 
body in the industry, and it was for that reason I purpos ely Sti 
away trom any contact with the prin ipal officials. although, 

LV, I have been told iat they tho ght i t was a good idea. 

Mr. Esernmarrer. I think the chairman’s suggestion is a good 

t tact the Commissioner, particularly the suggestio1 

ference to the outmoded regulations. 
I intend to do that. 
That I'y much. That seems to me t 


omment: According to 
2. the total internal-reve 
iount $3,400,000,000 were 
irits, and miscel] 
hen on liquor, soi 
have the exact oO 
198,000 of excise t 
$4.765.000 bv a pr: 
been ¢ and the report l 
aue, 1e euanieeke report, al d 
I not an abstract, but is a summar 
* records, an t of course his records of operation ar 
tilled spirits and playing 
nk there is another piace where you ever 
ufactured good ‘ 
u do not think there would be any evasion by 
. ibility ? 
and the great bulk of the business 
a fewer ni umbe r of firms. For 7 
mi: ranuft icturing business there has been a decre: 
1,223 mar he turers, and 95 percent of the tot ral 
y some 80 manufacturers. And in cigarette manu- 
nber has gone down from some 96 manufacturers in 
1917 to the cu rrent time there are some 12 doing the bulk of the 
business. 
Phe CHatrMan. Is what you are telling us in your report? 
Mr. Borp. No; I was just adding to my answer. 
The Cuarrman. Thank you very much for the additional informa 
tion. Isthere anything further you wish to add? 
Mr. Born. No; unless there are some further questions. 


ition, and, « xcept for dis 
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e CHatRMANn. We thank you very much for your presentation. 
es look as if this would afford an opportunity to save considerable 


Boyp. I am confident that it would save the Government and 
ie manufacturers as well a lot of trouble. 

CHAIRMAN. Without objection the following statements will be 
porated in the record in lieu of appearances: 

tter from E. -. Darr, president of the R. a. Reynolds Tobacco 
} tople 8d. 


yon topic 55, a statement from James R. Coon, vice } resident of 
\mel ican Tobacco Co. 

itement of Charles E. Oakes, chairman, special tax-policy 
tee, Edison Electric Institute: statement of the American Gas 
ition: and statement of Lovell H. Par! er, « hairman, special tax 
ttee of the National Coal Association. 

tatements referred to follow oP 


R. J. ReyNoutps Toracco cd... 
Winston-Salem, N. C., June 8, 1958. 
DANIEL A. REED, 
Chairman, Committee on Ways and Means, 
House of Representatives, Washington, D. C. 
R Mr. ReEeEp: It is our understanding that hearings will be held by the 
ttee on Ways and Means beginning June 16, 1973, on a limited number 
ts including excise-tax problems. We respectfully request that the 
tee consider the need for amendment to the Internal Revenue Code so 
remove the present requirement of prepayment of cigarette and tobacco 


J. Reynolds Tobacco Co. is a manufacturer of cigarettes and chewing and 

ng tobaccos, and under the requirements of chapter 15 of the Internal 

ie Code is presently required to pay cash for the necessary revenue stamps 

must be affixed to the packages prior to their removal from the factory. 

n this company commenced the manufacture of cigarettes in 1913 the rate of 

er thousand cigarettes was $1.25 and the amount expended for this purpose 

at year was only $48,412. Since that time the rate of tax per thousand 

es has increased to $4 and the volume of sales of this company has in- 

sed to such an extent that its expenditure for cigarette taxes for the year 

amounted to approximately $427 million. Total Federal cigarette tax col- 

ns for the fiscal year 1913 amounted to approximately $18 million and such 

tions for the fiscal year 1952 amounted to approximately $1,474,072,000, 

inevitable result has been that under present conditions the permanent 

tal requirements of the industry and of this company have been considerably 

ised, with the concomitant result that annual interest expense has been 

intially increased. 

The sale of cigarettes fluctuates somewhat on a seasonal basis and while this 

pany would like to provide employment for its manufacturing employees on 

regular basis and schedule the same number of hours of work per week, it is 

wise and impractical to do this due in part to the fact that the financing 

lirements necessary to a substantial inventory of cigarettes in the early 

ths of the year when consumption is at a low point are such as to prevent 

s uniform scheduling of work. As a result, the workweek for production 

employees is apt to be less than 40 hours in the early months of the year and 

overtime work in excess of 40 hours in a workweek may often be required 

during other months of the year in order to supply the seasonal demand and 

t avoid the employment of personnel that would of necessity have to be later 

eased. Other factors, of course, affect the size of the inventory of cigarettes 

that this Company maintains but cigarette tax collection procedures are presently 
1 consideration in the scheduling of production. 

Under present procedures employed by this company an average of about 28 

ys elapses between the date cigarette stamps are purchased and the date the 

oduct is paid for by our customers. We believe this rapid turnover is much 

better than the experience of the industry as a whole and while this company, 

vhich is one of the larger units in the industry, is able to finance its stamp pur- 

hases, this requirement is a hardship on it and is perhaps burdensome on some 
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of its smaller competitors who manufacture slower moving brands. Conceiva 
the financial burden imposed by the present procedures might require the fir 
ing of stamps by the manufacturing company for a period of many mont 
the case of slow moving cigarette brands. 

The cigarette consumer does not, of course, have to bear the burden of 
cigarette taxes prior to purchasing cigarettes for immediate consumption; | 
ever, a manufacturer who is required to pay the tax must take into account 
pass on to the consumer all costs of production, including interest costs, and t 
consumer is thereby burdened with the additional interest costs imposed or 
manufacturer. 


’ 


unent of prepayment of taxes on smoking and chewil 


baceos is not a hardship on this Company to the same degree as the cigarett 


ihe present equ 


requirement ; however, the manufacturer of these products should have a r¢ 
able time within which to pay for the necessary stamps. 

The cigarette and tebacco manufacturing industry is a substantial « 
tributor to Federal revenues and such revenues have been collected with 
little trouble to the Government, due in part at least to the cooperative att 

P the manufacturers, Collection procedures have not been materially alter 
since cigarettes became a major revenue-producing source to the Federal Goy 
ment and it is proper for the committee to now consider the need for amend! 
to requirements which are antiquated and which are causing hardship to an ent 
industry 

chapter 15 of the Internal Revenue Code be amen 
»and tobacco taxes shall not be required of the mat 
* or importer on or before the last day of the month succeeding the m 
the stamps were issued to the manufacturer. Such a provision we 
he manufas ‘er time to recover in full all amounts invested in ex¢ 
all conditions, but on an average basis would allow for suc} 
‘ase of a fairly rapid turnover It is not felt that there woul 
ial risk to the Government in this situation due to the recor 
cooperation with the Government evidenced by members of 
industry 

‘here will be no reduction of receipts to the Government under this prop: 
since this is not a tax reducing amendment but merely one designed to prevent 
a hardship on the taxpayer and the industry of which it is a part. 

Attached hereto is a draft of proposed amendments to sections 2001 and 4047 
of the Internal Revenue Code which would carry out our suggestions. 

We have previously addressed a substantially similar letter to the Joint Cor 
mittee on Internal Revenue Taxation 

Respectfully submitted 

R. J. ReyNotps Toracco 
E. A. Darr, President 


INTERNAL REVENUE Cop! 


SecTrion 2001. TAXPAYER. 

(a) MANUFACTURER OR IMPORTER The taxes imposed by Section 2000 shall 
be paid by the manufacturer or importer. Payment shall be made for stamps re 
quired by Sections 2112 and 2130 on or before the last day of the month succeedi 
the month in which the stamps were issued to the manufacturer or import 
under regulations prescribed by the Commissioner with the approval of the 
Seeretary. 


Sec. 4047. PENALTIES. 


(c) Issue or STAMPS BY COLLECTOR BEFORE PAYMENT.—Any collector, or any 
deputy collector or other employee of, or person acting for such collector, who 
shall issue any stamp or stamps indicating the payment of any internal revenue 
tax before payment in full therefor has been made to the office or person issuing 
the same, except as provided in section 2001 (a), shall be deemed guilty of a 
misdemeanor and shall be fined for each stamp thus issued an amount equal to 
the face value thereof, in addition to the liability of the collector on his official 
bond on account of such stamp and such collector, deputy collector, or employee 
shall be dismissed from office. 

NotTe.—Suggested additions to the statute are in italic. 
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EMENT CONCERNING A PROPOSAL To PERMIT DEFERRED PAYMENT OF TOBACCO 
STAMP TAXES BY AMERICAN TosBacco Co. 


James R. Coon, vice president ; George W. Whiteside, general counsel) 


e proposal provides that the present rule, requiring in i 
delivery of cigarette, cigar, tobacco, and snuff revenue stamps to the 
rer or importer, be changed so as to permit payment I 
s within 20 days after the close of the calendar 
turer or importer ITurhishes security satisti 7 
regulations to be prescribed by the Commissioner wilt 
of cigarettes, cigars, tobacco, and snuff 

ment for stamps : to the product Lol 
’ rhe manufacturer does not ree this outlay unt 
from the wholesaler, which may not 
days atte shipment Hence there 
during which the manufacturer 

the Government 


this procedure a cigarette manufacturer, each working day, mu pu 

for the revenue stam] 1 th farettes expected to be manutac 

the sum of $2,000,000 or more * some of the large 

in the case of smaller companies I ior amount based 

output his daily outlay is not recovered by ie manufacturer 

garettes are manufactured, shipped, sold, delivered, and paid for 

g the time allowed by discount terms) Meanwhile the same process 

1¢ th new s es and shiy ments in an endless chain, tving up the re- 
s and credit of each manufacturer 


an average amount of at least $68,000,000 paid 

evenue s i i fro: at all times Furthermore, an unascer- 
nevertheless t: al portion of this company’s borrowings must 

The com} } it fo an 

reimburse , 1 the Govern- 

same unpro 

investment t ! ative ite hat ¢ ti r from $150,000, 
$160,000,000 thus tied up in the tobacco manufactur 


ing industry rhe 


sary freezing of resources and credit of the manufacturer makes such 


| credit unavailable for the payment for leaf tobacco, labor, process 
co, and distribution of the manufactured product The result 
a tremendous and unnecessary burden is imposed on the manufacturers 
cigars, tobacco, and snuff for a gas a tax collector for the 
ion has ari iy re n of the fa at ay ) amendments 
made to the administrative provisior “al tobacco excise 

aws to keep pace with (a) the successive increases f rates of the Fed 
excise taxes applicable to these products, and (b) the long-term increase 

the volume of production of cigarettes 

etween 1910 and 1953 the rate of Federal cigarette tax has risen 3.5 times 
1 $1.25 to $4 per 1,000) and the volume of cigarettes has risen 41.7 times. 


to the Government from cigarettes between 1911 and 1952 increased 


This rise in rate of tax and volume of production has made the 


total excise tax paid on all tobacco products was $1,647,667,601. 
ated as follows: 





1644 GENERAL REVENUE REVISION 


While it is true that the growing of cigarette tobacco outweighs in volu 
the growing of cigar tobacco, still cigar tobacco of various types constitutes ; 
important agricultural crop in 12 States. In 1952 cigar tobacco was grown 
the following States: Connecticut, Massachusetts, New York, Pennsylvar 
Maryland, Georgia, Florida, Ohio, Indiana, Kentucky, Wisconsin, Minnes: 
and the Territory of Puerto Rico. 

The need for allowing deferred payments has long been recognized by many 
of the States, which impose their own cigarette, cigar, tobacco, and snuff tax: 
by permitting the payment of the tax to be deferred for a reasonable peri 
Although these State statutes vary with respect to mechanics and phraseology, 
they provide, in general, that tax stamps may be furnished to the taxpayer 
without inmmediate payment therefor, provided that a bond or other securi 
is furnished to protect the State in the event of nonpayment. 

The proposal is designed to free the manufacturers’ resources and credit 
productive uses, making possible the maintenance of a healthy and econon 
industry in all its segments and without reducing or impairing the Governmer 
revenue. 


STATEMENT BY SPECIAL Tax Poricy COMMITTEE, EpIson ELectric INstTITu 
CHARLES E. OAKES, CHAIRMAN, IN RE Topic 35, THE 25-PERCENT FEDERAL Excis 
TAX PRESENTLY PArp ON LEASED MOBILE RADIO EQUIPMENT 


Some public utilities operate mobile radio communications systems on their 
properties to facilitate their operations. Some of these systems are owned 
by the public utilities while other systems use equipment leased from the 
telephone companies. 

When the mobile radio communications system is leased from a telephone 
company, the public utility is required to pay a 25 percent tax on the installation 
and monthly rental charges because the Treasury Department has ruled that the 
phrase “ialking circuit special service” which originally appeared in the Revenus 
Act of 1918, includes mobile radio communications systems which were n 
known in 1918. 

In order for a public utility to operate a radio communication system, whether 
leased or selfowned, it must first receive licenses for land stations and mobile 
units from the Federal Communications Commission, together with authorized 
and assigned radio frequencies. While the local telephone company installs 
the necessary radio communication equipment, under a rental contract, and 
makes required repairs, the typical system is, in fact, operated by the public 
utility whose personnel must be licensed by the FCC. Under conditions imposed 
by the FCC, the public utility, so licensed, can only use the radio communication 
system in the conduct of its utility business. Radio channels assigned to pub 
utilities by the FCC are not open to the general public, or to nonbusiness 
conversation. 

The primary use and purpose of the system, as applied to public utilities, is 
to make prompt repair to facilities used in the service to the public particularly 
restoration of service during emergencies, such as wind or sleet storms, when 
normal wire communication facilities are inoperative. 

The mobile radio service is likewise of daily value to the public, in speedi 
up service calls and preserving continuity of electric service. With the expand 
use of electricity a household could be without light, heat and cooking facilities 
if electric service were disrupted. The continuity of service is even more 
important in rural areas, which have become increasingly dependent upon elt 
tric energy for automatic heating, incubators, milkers, and other electrif 
farm uses. 

Utilization of this service in their “business as such” by others presently 
exempted, such as common carriers, telephone, telegraph, and broadcastit 
networks, requires no comment. The same exemption should be applied t 
public utilities, along with the others now enumerated in section 3465 (b), 
I, R. C., since the use of such radio communication by public utilities in the 
restoration of essential utility services and elimination of danger, is distinctly 
in the public interest. 

PROPOSED AMENDMENT 


It is proposed that section 3465 (b) of the Internal Revenue Code be amended 
to read as follows: 

“(b) This section shall not apply to the amount paid for so much of the serv 
ice described in paragraph (2) of subsection (a) as is utilized in the conduct, 
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common carrier, Public utility, or telephone or telegraph company or a 
broadcasting station or network, of its business as such.” 
he added words are italicized. 


MENT OF AMERICAN GAS ASSOCIATION, NEw YorK 17, N. Y., IN RE THE 
PERCENT FEDERAL Excise TAx PRESENTLY PAID ON LEASED MOBILE RAvIO 
UIPMENT 


e public utilities operate mobile radio communications systems on their 
erties to facilitate their operations. Some of these systems are owned by 
iblie utilities while other utilities use equipment leased from the telephone 
inies, 
When the mobile radio communications system is leased from a telephone 
the public utility is required to pay a 25 percent tax on the inst: 
and monthly rental charges because the Treasury Department 
the phrase “talking circuit special service’, which originally 
Revenue Act of 1918, includes mobile radio communications 
e not known in 1918. 
primary use and purpose of such a communications system, as a] 
utilities, is to make prompt repair to facilities used in public 
larly restoration of service during emergencies, such as wind 
s, when normal wire communication facilities are inoperative. The m 
service is likewise of daily value to the public, in speeding up service 
tating prompt responses to gas leak reports, and preserving contim 
service. 
lease of such a communications system is presently exempted from tax 
used in their “business as such” by common carriers, telephone, telegray 
roadcasting networks. ‘Fhe exemption should be extended to public utili 
e the use of such radio communication by public utilities in the restora 
of essential utility services and elimination of danger, is distinctly in the 
ec interest. 
PROPOSED AMENDMENT 


t is proposed that section 3465 (b) of the Internal Revenue Code be amended 
1 as follows: 
This section shall not apply to the amount paid for so much of the 
lescribed in paragraph (2) of subsection (a) as is utilized in the « 
1 common earrier, public utility, or telephone or telegraph company 
) broadcasting station or network, of its business as such.” 


I 


e added words are italicized. 


MENT OF LOVELL H. PARKER, CHAIRMAN, SPECIAL TAX COMMITTEE OF THE 
NATIONAL COAL ASSOCIATION, IN Re Topic 35, Exctse Tax ProsLeMs (EXCLUSIVE 

THose RELATING TO RATES, TO NEw TAXES, oR TO REMOVAL OF EXISTING 
AXES) 


Mr. Chairman and members of the committee, my nam is Lovell H 
ington, Db. C. Iam chairman of the special tax committee of the Nat 

Association. The National Coal Association is the trade association of 

e bituminous coal mine operators, and has in its membership the producers of 

oximately two-thirds of the Nation’s commercial tonnage of bituminous coal. 

‘he bituminous coal industry advocates the adoption of the principles of H. R 

80, introduced by Congressman Coon, This bill would provide that the tax 

transportation of property would not apply in the case of property shipped to 

a destination in the United States, and subsequently diverted or reconsigned to 

tination abroad, including the situation where it is shipped to a pool in 


United States and an equivalent amount is subsequently exported from the 


In the case of property other than coal, the transportation tax is a percentage 
the amount paid for transportation, but in the case of coal the transportation 
is a flat 4 cents per ton. As a result, coal has a special interest in removy- 
the taxation of any part of an export shipment, since the taxation of any 
rt of a coal shipment is equivalent to the tax on the complete shipment. In 
er words, if coal is shipped to a domestic destination and subsequently ex- 
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ported the transportation tax applicable to the initial transportation is 
great— cents per ton—as it would be if the whole movement were taxable. 8S 
movement for export is intended to be exempt from the transportation tax 
can only be accomplished by exempting the transportation prior to he ex 
shipment, as provided in H. R. 3580, 

Section 3475 (b) of the code presently exempts from the transportatior 
“amounts paid for the transportation of property to or from the government 
a State, Territory of the United States, or political subdivision thereof, or 
District of Columbia. * * * Prior to amendment by the Revenue Act of 19 
this exemption read as follows: ‘The tax imposed under this section sha 
apply to amounts paid for the transportation of property to or from the Go 
ment of the United States, or any State, Territory, or political subdivision th 
or the Distri ) Olumbia ” Thus, by its terms, the Revenue Act 
omitted fro e eXpress exemption transportation of property to or fro1 
Government of the United States 

However, by section 507 (¢c) of the Revenue Act of 1943 the Secretary 
‘Treasury wa ven t power to authorize celuption as to articles purch; 

| lary has exempted fro 
f property to or fr 
; | States shipped on a United States Government 
ading.”’ hi ven ruled that the exemption is not applicable unl 
property ipped on a Government bill of lading 

In many instan property is sold to the United States Government 
not shipped on a Government bill of lading. Tor example, in many cases 
sold and delivered to the Government, at a delivered price, under circumsta! 
where the coal must be trucked to destination and no Government bill of lad 
can be used. There is no logical reason for the imposition of the transporta 
ax in such circumstances, and the coal industry recommends that section : 
(b) of the code be amended to exempt from the transportation tax “amo 
paid for the transportation of property to or from the Government of the U1 


tat * ” 
States. * * * 


The CuatrmMan. Our next witness is Mr. Leon Singer, counsel 
the Cigar Manufacturers Association of New York City. 
Mr. as: ger, will you give your full name and the capacity in wh 


you appe - for the record ? 


STATEMENT OF LEON SINGER, GENERAL COUNSEL, CIGAR 
MANUFACTURERS ASSOCIATION, INC., NEW YORK 


Mr. Stncer. Mr. Chairman, I am appearing as counsel for the Cig 
Manufacturers Association with respect to revenue revision relating 
to item 35, excise tax, as related to cigars and cigarettes. 

Mr. Chairman and gentlemen of the committee: My name is Leon 
Singer. I am a member of the law firm of Blumberg, Miller, Singer 
A Heppen, who are and have been ceneral counsel to the Cigar Mal 
facturers Association of America for many years. 

After hearing Mr. Boyd from another association or segment of 
the industry discuss another angle of the tobacco industry in propos- 
ing a revision of the entire code, his proposal, if I may add, is entirely 

sistent with ours. I think we go one step forward in suggesting 
a simplification and streamlining of the code. I may say that pa r 
appearance would justify a substantial need for change in the tobace 
code. 

The Cigar Manufacturers Association of America is a trade asso- 
ciation composed of clgar manufacturers located throughout the 
United States. Its members consist of large, medium and small 
manufacturers, who collectively produce approximately 80 percent 
in unit and dollar volume of all cigars manufactured in continental 
United States. Many of these firms have been in business continuously 
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before the turn of the century and many are successor com- 
es whose predecessors were likewise in business before that time. 
e then, the process of manufacturing cigars has changed from 
was once entirely a hand oper: ition to predominantly a machine 
ine production. ae pac kagi e and merchandising of the fin 
d product has likewis rie tantially changed. Fifty years ago 
calls all cigars were packaged only in wooden containers. 
er types of containers such as cardb oard, tin, glass, and plastics 
» gradually adopted by the industry, er the result that today 
1 small portion of clgars are pac kaged ] 1 all- wood containe rs. 
the statutes relating to the packaging of cigars require that they 
wked in wooden cigar boxes unless the Commissioner of Internal 
jue gives specific permission for the use of a different form of 
ner. 
uring the last DO vears the statutes re lating to the collectio ] 1 of 
taxes on cigars have remained practically unchanged, table 
no cognizance of the changing economy of the industry. They 
antiquity. 
Many of these statutes were first enacted in 1868 and last revised 
397. When these statutes were enacted shortly after the close of 
Vil W ar, most cigars were Mant factured in a one story buildin 
re the back room was the fa Lory and the front portion the reta 
Sshinent, There were ho nationally advertised Cigars ¢ nd most 
< were manufactured for local consumption, except in the rura 
cts where peddlers carried their wares in a horse or mule drawn 
m or in a basket and sold cigars on a house-to-house basis. And 
e find many of these statutes still relating to the trafficking of 
by peddlers, notwithstanding that this method of retailing (in 
in the days of our great-grandfathers) has long pees into 
Vhus,a peddle r who did not affix on his wa; von, “a sien painte “J 
colors or oil led giving his full name and cea district,’ 
e statute requires, was liable to have his horse, or mule, wagon, 
ts contents, seized for forfeiture. 
Cigar manufacturers, like peddlers, are still subject to these an- 
tiquated statutes. There is a similar section of the Code which 
res every cigar manufacturer to keep on the side of his. oe 
on with letters of not less than 3 inches ‘ ‘painted with oil colors 
lded O1lVINGE his full hame and busin ss’’. Thus, it would co a Vv 10- 
tion of the Internal Revenue Code for a cigar manufacturer instead, 
put up a neon sign or to use plastic paint or any other type of sign 
r than one painted with oil paints or gilded. 
e the Civil War days a cigar manufacturer has been required to 
nt on his cigar box the collection district in which his factory 
located. Cigar manufacturers having factories in more than one 
ection district have been unable, without specific approval of the 
nimissioner, to tranfer e mpty cigar boxes from one collection dis- 
t to another, even where there was a surplus of inventory in one 
tory ‘and a shortage of boxes in another. 
Cigar manufacturers are often obliged to withdraw cigars from 
market on which the tax has been paid through the media of a 
\ stamp affixed to the box. To obtain a redemption of the stamp, 
e Code requires the destruction of the cigar box in the presence of 
i representative of internal revenue. 
Many cigar manufacturers have been reluctant to package their 
cigars In expensive containers such as plastic boxes because to obtain 


i 


’ 
i 
( 
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a redemption of the stamp often requires destruction of a box more 
valuable than the stamp. Unlike some other commodities, subject 
to the same restrictions, cigars are perishable and, therefore, the 
frequency of returns greater. 
For more than a century the statutes have prescribed the number of 
cigars which may be packaged in a statutory or legal container. Thi 
a manufacturer of cigars, who he economic reasons may desire to 
pack 60 cigars in a box, would be j In violation of the law because no 
statutory container exists for 60 cigars. Similarly, a cigar manu- 
facturer who may desire to send samples of one or two cigars in the 
mall to prospective customers would be in violation of the law becauss 
the smallest permiss ble statutory container is 3 cigars. The pro id 
father of a new-born child desiring to announce the birth of his off- 
spring and mailing an announcement to which was attached a single 
cigar, would be in violaticn of the statutes, notwithstanding that 
may have originally purchased a box of 50 cigars in a stamped tax con 
tainer from which he removed the cigars. ‘The statutes provide for 
eizure of a container of cigars on which no stamp is affixed. 
hse “28 intended for the merchar idising of handmade ciga S 
L pr ddler with a mule and wagon, contain numerous administrat Ve 
utes i cribing, for example, the kind of book in which mar 
rers and vendors of tobacco products are required to make ae- 
iled entries daily of matters no longer of any value to internal 
revenue. These statutes have imposed admin istrative hardship not 
only on the modern manufacturer and vendor, but on the Internal 
Revenue Department, moe ring the employment of unnecessary ad- 
ministrative personnel. They have rendered administration 
possible. 
~ Even the very concept a cigar tax stamp is archaic and has lo 
its useful , causing administrative hardships to both the 
rand the Treasury De partment entailing needle 
» Government in imprinting, issuance, accounting, and 


complete recodification of the existing statut 
ion of excise taxes on cigars, which we have fil 
your committee. Briefly, the proposals of « 


The cor mp slete elimination of o~ require ment of the collection 

ise taxes through the media of stamps, and the substitutio mn f 
provisions which would require the lage ent of the tax and the filing 
of returns similar to the collection of manufacturers’ excise taxes ¢ 

uch art icle Sas automobiles, tires, radios, television sets, refrigerat i] oF 
apparatus, gasoline and lubricating oils. 

2. The complete elimination of the statutes relating to peddlers. 

3. The granting of broader power to the Secretary of the Treasury 
to adopt and promulgate, from time to time, rules and regulations f¢ 
the payment, collection, and administration of excise taxes on cigars 
as he may deem advisable. 

Our proposals, I assure you, gentlemen, are not made for the purp« 
of relaxation of any controls re ‘lating to the collection of taxes by oul 
Government. Instead of a compendium of laws encompassing some 
90 statutes, we are submitting for your consideration what we believe 
to be a streamlined, workable, and comprehensive body of laws which 
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| insure to the Government the collection of every penny of revenue 
it. 

Our proposed recodification, I should like also to assure you, 1s not 
iphazard, hastily drawn instrument. In its preparation I was as- 

ted by the controllers from a cross section of the cigar industry, men 
se daily task it has been to live with the statutes and regulations 
mulgated thereunder. And it was these men who impressed upon 
tne hardship imposed upon the indust ry through the use of stamps, 
ch not only must be purchased in advance of production, thereby 
ecessarily tying up capital, but incurring needless expenditure in 
ng them to the cigar box. 

Phe regulations, promulgate d by the Trea sury Depat tment, of neces- 
being circumscribed by an antiquated code, have been almost im- 
ible of rectification. For many years this association has sug- 

ted to the Treasury Department that they change their hamstring- 
and outmoded regulations, but we have always been met with a 
fiable brushoff that they are bound by the statutes. It was, there- 

e, with a sigh of anticipated relief when we learned that this com- 

tee was considering a revision of the entire code. We urge you to 
ove the yoke of antiquity which for many years has shackled and 
pered this industry and prevented it from keeping pace with 
ierh mer handising methods. The time for a change Is here. 

e CHAIRMAN. Without objection, the proposal referred to will be 
ide a part of the record. 
lhe statement referred to follows:) 


PROPOSED RECODIFICATION OF CHAPTER 15 OF THE INTERNAL REVENUE Copp 
RELATING TO TOBACCO, SNUFF, CIGARS, AND CIGARETTES 


PRELIMINARY STATEMENT 


The proposal of the Cigar Manufacturers Association of America while con- 

ed only with cigars, includes cigarettes as well, because of the historical in- 

n of cigars and cigarettes in the same revenue statutes since their original 
tment. 


he suggested changes are made by the cigar industry on the assumption that 
ey are acceptable to the cigarette industry, although no express authority to 
ir for or speak for the cigarette industry is to be implied from such inclusion. 
ibsection (¢c) of section 2000 is included in this proposal for clarification of 
guage only. The rates set forth in the proposed amendment are those con- 
ed in the present tax 


law and are included for reference purposes only ; since 

cigar industry previously proposed a revision of the tax brackets and a reduc- 

f the tax rates in its presentation on July 29, 1953, under topie 40 

It is proposed to amend chapter 15 of the Internal Revenue Code relating to 

baceo, snuff, cigars, and cigarettes by striking out sections 2000 through and 

iding 2199, and inserting in lieu thereof the following in respect to cigars and 
garrettes: 


“CHAPTER 15—ToBacco, SNUFF, CIGARS, AND CIGARETTES 
“SUB TER A—RATE AND PAYMENT OF TAX 


. 2000. RATE OF TAX. 


‘(b) CIGARS AND CIGARETTES.—Upon cigars and cigarettes manufactured in or 


‘ 
mported into the United States, which are removed from the pl 
re, or from customs custody, there shall be 


Le taxes: 


ace of mauutac- 


evied, collected, and paid the follow- 


“(1)Crcars.—On cigars weighing not more than three pounds per thou 
sand, 75 cents per thousand; 

“On cigars weighing more than three pounds per thousand, if removed to 
retail at not more than 2% cents each, $2.50 per thousand 
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“If removed to retail at more than 2\% cents each and not more than 4 e¢ 
each, $3 per thousand; 

“If removed to retail at more than 4 cents each and not more than 6 
each, $4 per thousand ; 

“If removed to retail at more than 6 cents each and not more than 8 
ach, $7 per thousand 

“If removed to retail at more than 8 cents each and not more than 15 

h, $10 per thousand ; 

removed to retail at more than 15 cents each and not more thar 
ach, $15 per thousand; 
removed to retail at more than 20 cents each, $20 per thousand 

I ; paragraph reference is made to cigars removed to ret 


ce each, then in determining the tax to be Pp 


ry retail price of a single cigar in its p 


») METHOD OF PAYMENT OF TAX. 
» taxes imposed by section 2000 s!} all be paid by the mar 


accordance with such regulations as the Secretary 1 
OWED SECRETARY 
MENT OF TAX.—The Secretary shall direct the metl 
tax imposed by section 2000. If payment of the t 
to be made by stamps, the Commissioner shall cause to be prepars 
amps denoting the tax thereon If payment of the tax is direct 
l her than the use of stumps the Secretary may, by regul 
the period for which the return for such tax shall be file 
I such retur and the time for the payment of su 


POSITARIES The Secretary may author 
! Reserve banks, and incorporated banks or trust companies wl 
are depositaries or ancial agents of the United States, to receive any ta 
sed by thi apter, in such manner, at such times, and under such cor 
ns as he may prescribe; and he shall prescribe the manner, time, and 
ul lich the receipt of such tax by such banks and trust co 
ted as payment for tax purposes 
Whenever any tax required to be paid by this chapter is 
» required for such payment, it shall be the duty of the 


limitations prescribed in section 3312, upon satis 
f 


amount of tax which has been omitted to be paid, 


therefor against the manufacturer or the importer 
<0 assessed shall be in addition to the penalties i 
iy such tax when required: Provided, however, That 

assessment shall be made until and after notice to the taxpayer to show 
against said as sment; and the Commissioner shall, upon a full heari: 
the evidence, determine what assessment, if any, should be made. 

OTHER | Hops.—Whether or not the method of collecting any tax im- 
} 


by section 2000 is specifically provided herein, any such tax may, under 


[ 


s 


ions prescri ed by the Secretary, be collected by stamp, coupon, serial 
numbered ticket, or with the use of such tax-stamp machines or metering or other 
devices and apparatus, or such other reasonable device or method as may be 
necessary or helpful in securing a complete and prompt collection of the tax. 
All administrative and penalty provisions of this title, insofar as applicable, shall 
apply to the collecti f any tax imposed by section 2000. 


SUBCHAPTER B DEFINITIONS AND REQUIREMENTS 


Part Il—Cigars and Cigarettes 


Src. 2030. DEFINITIONS. 
“(a) Crears.—The term “cigars’’ means all rolls of tobacco, or any substitute 
therefor, wrapped with tobacco. 
“(b) CIGARETTES.—The term “cigarettes” means all rolls of tobacco, or any 
substitute thereof, wrapped in paper, or any substitutes other than tobacco. 
““(c) MANUFACTURER OF CIGARS AND CIGARETTES.—The term “manufacturer of 
cigars and cigarettes” means every person who produces cigars or cigarettes, 
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ept for his own personal consumption, or who employs others to produce 


rs or cigarettes. 
2031 30ND. 


a) WHEN ReQuikep.—Every person before commencing business as a man 
cturer of cigars or cigarettes shall give bond in such amount and in such 
as the Commissioner may prescribe, and under such terms and conditions 
he Secretary may, by regulations, prescribe. A new or additional bond may 
required of such manufacturer at such other time as the Secretary may, by 
ulations, prescribe, and any bond given hereunder may be canceled by the 
missioner for just cause upon notice t nunufacturer. No person sha 
ge in such business until he receives notice of approval of such bond, nor 
jue in business until he receives notice of approval of a new or additional 


required, or after notice of cancellation of any bond given under this 


GROUND FOR DISAPPROVAL.—Any bond offered under this section may 
pproved 
(1) If the person offering the same shall have been previously con 
na court of competent jurisdiction, of , audulent noncompliance 
iny provision of any law of the United States relating to taxes under 
hapter; or 
(2) If such fraudulent noncompliance 1a have been 
such person; or 
>) For any other reasons which the Secretary may, | 
to be needful or necessary. 
1f disapproval, the person offering the bond may appeal fro 
to the Commissioner The decision of the Commissioner 
! 


this section shall be final, if not arbitrary or capricious 


2032. STATEMENT 
Every person, before commencing business as a manufacturer 
irettes, shall furnish a statement, in such form as the Commi 
be, setting forth such information relating to his ope 
may, by regulations, prescribe. A new statement sh: 
manufacturer at such other time as the Secretary 
r 


ry on ness as a manufacturer of cigars or cigarettes 

be issued to every person who qualifies as such by furnishing the statement 

lired under section 2082, and obtaining approval of the bond required under 
tion 2031. A new permit shall be issued at such other time as the Secre 

may, by regulations, prescribe Any permit issued under this section may 
revoked by the Commissioner, for just cause, upon notice to the manufa 

Such permit, until revoked, shall be posted in a conspicuous place within 

factory of the manufacturer. 


2034. Factory NUMBER. 
Every cigar or cigarette factory shall be assigned a number for purposes 


required by this chapter, and for such other purposes as the Secretary may 
regulations, prescribe. 


EX 2035. SIGN. 


Every manufacturer of cigars or cigarettes shall post a sign in connection 

h the operation of his factory, in such manner as the Secretary may, by 

llations, prescribe 
Sec. 2036. INVENTORY. 

Every manufacturer of cigars or cigarettes shall at the time of commencing 
ind at the time of concluding business, and at such other times as the Secretary 
may, by regulations, prescribe, make a true and accurate inventory, in such 
form as the Commissioner may prescribe. ‘The inventory shall show all manu- 
factured products, tobacco materials and internal revenue tax stamps (if 
required to denote payment of tax imposed by this chapter) held by the manu 
facturer in his factory at the time of making the inventory, in such detail as the 
Secretary may, by regulations, prescribe. Such inventory shall be subject to 


37746—53—pt. 3 12 
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verification by internal revenue officers in accordance with such regulations 
he Secretary may prescribe. 


“Src. 2037. Books AND REcoRDS, 


“Every manufacturer of cigars or cigarettes shall keep a book, or books 
all his operations as such manufacturer, in such form as the Commissioner 1 
prescribe, and record therein an accurate account of all his transactions, 
maintain such commercial records of his transactions, as the Secretary n 
by regulations, prescribe. Such books and records shall be open to inspect 
} 


'y any internal revenue oflicer at such times as permitted by law. 


2038. Ret 
ry manufacturer of cigars or cigarettes shall render a true and accur 
his operations as such manufacturer, in such form as the Comm 
ribe, and at such times and for such periods as the Secret: 


ations, 
oO MATERIAI Sy N rURERS. 
of cigars or cigarette remove and deli) 


quantity, to an) r qualified manufact 
the payment of nder such regulations 


igarettes shall be put up in such packag 

from the fa ry, as the Secretary may, 
“escribe q 
MARKS, AND Notices.—All pi ges of cigars and cigar 
labels, marks, or notices, a he Secretary may, by regulat 


,Mps.—If the Secretary shall direct the tax imposed by this chapt 
paid by stamps, all packages of cigars and cigarettes shall have affixed 
itable stamps denoting the tax thereon, in accordance with such re 
sas the Secretary may prescribe. 
PROHIBITED ENCLOSURES AND ATTACHMENTS.—No certificate, coupon, 
urporting to be or to represent a ticket, chance, share, or an inter 


endent upon, the event of a lottery, and no indecent or immoral pict 


representation, shall be contained in, attached to, stamped, mark¢ 

- printed upon any package of cigars or cigarettes. 

EMPTION FOR Export.—Cigars or cigarettes removed for export to 
‘ountry, or to a possession of the United States, shall be exempt f 
isions of this section, in accordance with such regulations as the Secre 

ry may prescribe. 
‘(f) ExEMPTION FOR EMPLOYEE USE OR EXPERIMENTAL PURPOSES.—Cigars at 
‘ttes may be furnished to employees for personal consumption, or used f 
rimental purp¢ , without payment of tax, in such quantities, and in su 
ner, as t retary may, by regulations, prescribe. 


» Su 


“Sec, 2041. SALES OF CIGARS AND CIGARETTES.. 

“No cigars or cigarettes shall be sold, or offered for sale, unless put up in 
packages bearing the label, mark, or notice, as prescribed by the secretary pu 
suant to section 2040, except by retail dealers directly from such packages. 


“SUBCHAPTER C IMPORTATION AND EXPORTATION 


ortation 
30. PAYMENT 

a) Toracco Propucts.—The taxes imposed by section 2000 shall be paid by 
the owner or importer on all manufactured tobacco, snuff, cigars, or cigarettes 
imported from foreign countries before withdrawal from customs in accordance 
such regulations as the Secretary may prescribe. The owner or importer 
-omply with all of the requirements set forth in subsections (a), (b), (c), 
d), of section 2040, and be liable to all penal provisions of this chapter 
‘ibed for manufacturers of tobacco, snuff, cigars, and cigarettes in the 

d States. 

b) Tosacco ExemMPpTep From Tax.—Any imported tobacco, whether manu 
factured or unmanufactured, imported from any foreign country, shall, after the 
proper customs duty has been paid thereon, be released from customs custody 
without the payment of internal revenue tax, for receipt into the factory of a 
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anufacturer of tobacco, snuff, cigars, or cigarettes, under such regulations as 
he Secretary may prescribe. 
“Part II—Exportation 
Sec. 2135. ExportTATION. 
(a) TosAcco anp Tosacco Propucts.—Manufactured tobacco, snuff, 
garettes, or unmanufactured tobacco, may be removed, in any a by 
ir or cigarette manutacturers, for export to a foreign country, or for s! ment 
1 possession of the United States, without payment of tax, under sucl y rula- 
ns aS the Secretary may pres¢ ribe. 


cigars, 


2136. DRAWBACK. 
There shall be an allowance of drawback, equal in amount to 
anufactured tobacco, snuff, cigars, or cigarettes, \ 
ntry, or shipped to Puerto Rico, Guar 
ilations as the Secretary may prescribe. 


the tax paid, 
vhen exported to a fore 
n, or American Samoa, under such 


“ 


SUBCHAPTER D—PENALTIES AND FORFEITURI 
(No change. ) 


“SUBCHAPTER E MISCELLANEOUS PROVISIONS 


2190, DISPOSAL OF ForFEITED TosAcco, SNUFF, CIGARS 
Any abandoned, condemned, or forfeited 
ch, when offered for sale, do not bring 
due and payable thereon, and the ex] 
on with the sale thereof, shall not 
es, but shall, upon direction of the ¢ 1n s 
nner and under such regulations as the Secretary may 
l, without the payment of any tax or import duty the! 
stitution, maintained by the United States. 
Cc, 2191. REFUND or Tax. 
‘(a) OVERPAYMENTS AND RETURN OF Tax 
‘(1) Where there has been an overpayment of any tax imposed by this 
chapter; or 
“(2) Where the articles upon which the tax has been paid are withdrawn 
from market; or 
(3) Where such articles are lost in transit or destroyed, 
custody of the eee by fire, casualty, or act of God 


iy 


hile in the 


amount of such overpayment, or the tax on such articles, a ay be, 


| be refunded to the taxpayer. 

(b) LimiTATions.—No such refund shall be allowed exce 
factory to the Commissioner, in accordance with such reg 
yreseribed by the Secretary, or made after five years from iX was 

i, unles before the expiration of h riod a claim therefor led the 


xpayer. 


f, satis- 


lay be 


We ll, qr 


Same re ni statutes nee the orig 
While the chang re suggested by the cigar industry, and while 
do not appear expressly under authorization for them, I am sure the: 


1 


I 
y 


1 ! 
Will have no obrection to the propo als. 


And if I may, I would also like to enlarge on one of the ans 


wers 
that was given to a question propos ed to Mr. Bo} d. and that is, whether 
these recommendations have been taken up with the [Treasury Depart- 
ment I would just like your permission to amp] fy on that question, 
if I may. 

The CuHarrMAN. Yes. 

Vir. StincerR. We have been before the Treasury Department for the 
last 8 years suggesting changes in the regulations. We have discussed 





1654 GENERAL REVENUE REVISION 


with them many times changes of the statute, and they have indicated 
to us—and when I say they, I mean not those in the higher echelons, 
because we have had our discussions with the tobacco section—never- 
the ‘less they have indicated to us that they likewise feel that these 
statutes require changes, and I think that I can speak for the men who 
h » been administering these statutes over the many years in saying 
that they feel that many of these statutes have long since served 
their purpose. , 
The CuHatrmMan. Thank you very mu ich, Mr. Singer. 

Mr. Esernarrer. Is the suggestion that you have made very long 

Mr. Sincer. The propos sed recodification ? 

Mr. EBerHARTER. Yes. 

Mr. Srncer. No. 

The Cnairman. Without objection it will be made a part of the 
record. 

Mr. Singer. I might say that 90 items relating directly to tobacco 
we believe can be cut down by more than 50 percent. 

The Cuamman. Thank you very much for your statement, Mr. 
singer. 
Mr. Sincer. Thank you, Mr. Chairman. 

The CuHairman. The next witness is Mr. Jesse R. Plubell, of 
Rochester, N. ¥. 


STATEMENT OF JESSE R. PLUBELL, PRESIDENT, CIGAR GREETINGS, 
ROCHESTER, N. Y. 


Mr. Puvsett. Mr. Chairman and gentlemen of the committee, I have 
just shown you samples of cigar greetings by Plu Bell. A brief 
description of such a sample cigar greeting follows: 


A cigar is contained in a cellulose acetate tubular container with 
label around the tube, extending about 4 inches therefrom, bearing 
appropriate greeting art on one side and providing for mailing address 
and postage stan ps on the reverse side. 
Under present law a purchaser of such a greeting is estopped from 
“undelivering” such greeting by mail or otherwise because— 
. Where no tax stamp appears on a package containing cigars there 
1 presumption of nonpayment of the required tax under [. R. 
1 12. , 
Delivery of a single cigar, or any number other than “statutory 


packages of 3, 5, 12, 24, and so forth, is not permitted under the same 
law. 

Petit loner, Mr. Jesse R. Plube ll, pres ident, Cigar Greetings, Roch- 
ester, N. Y., respectfully urges a change of legislation, enabling him 
to commence an additional revenue-produc ing business by 

Amendment of “statutory package” provisions to include single 
ar containers app rroved by the Bureau; 

Provision for an exemption of Cigar Greetings from the legal 
assumpt ion of nonpayment of tax where authorized companies such as 
Plu Bell ean furnish satisfactory evidence to the collector at stated 
periods of ee of greetings sold as compared wkh purchases of 
tax paid cigars: « 

3. Creation of a aed lgar tax sts amp of Pap propriate denomination 
to be affixed to each cigar greeting cont: uiner at point of assembly. 


oe 
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L would like to digress from this for a moment to point out with 
the 3,800,000 births each year, a fair proportion of those sending out 

dozen or two dozen such announcements, to say nothing of the 
+ million regularly operating businesses that might send out intro- 
ducing the new line type of greeting, to say nothing of the greeting 
cards and birth announcements regularly sent out by businesses and 
services, would yield considerable revenue under the code with these 
changes. 

The CHarrman. We thank you very much for your ingenious 
proposal. 

Is a representative of the American Legion here ¢ 

(No response. ) 

The CHarrman. Is Mr. Harry See, National Brotherhood of Ra 
road ‘Trainmen, here ? 

No response. ) 


The CratrmMan. Is Mr. Winston W. Marsh 


STATEMENT OF WINSTON W. MARSH, EXECUTIVE SECRETARY AND 
GENERAL MANAGER OF THE NATIONAL ASSOCIATION OF INDE 
PENDENT TIRE DEALERS, WASHINGTON, D. C. 


Mr. Marsu. My name is Winston W. eee I am executive sec- 
and general manager of the National Association of Independ- 


Dealers, with headquarters in Washington, D. C. The asso- 
1s as members more than 2,500 independent tire dealers lo- 
every city of any size throughout the United States. In 

se tire dealers come within the category of small-business 
ire manufacturers and leball to 
uch as trucking ¢ pantie , bus and taxi companies, State 


1 
} 


purchase t re 
A 


icipal governments, and automobile drivers like ourselves. 
primary complaint concerns the excise tax pre ently imposed 
ind inner tubes. We object to this tax on two scores. First, 
lieve there should be no excise tax at all on tires and tubes, be- 


1 


se these commodities are definitely an ee Ly neces: ty and ¢ 


by no means be considered a luxury. Second. e con ipl: iin about the 


method in which this tax is imposed and passed on to the independent 

re dealers, with the result that it seriously handicaps them in their 
ompetition with company-owned stores of the manufacturers and the 
mass merchandisers. 

[ turn first to the poimt that it is unjust to have any excise tax on 
tires and tubes. This tax was originally imposed in 1932. At that 
time it amounted to 2% cents per pound on tires and 4 cents a pound 
on tubes. It was characte rized then as a temporary measure, neces- 
sary becanse of emergency conditions. We now find, however, after 
these m: iny years, that it hs as become permanent in character and more 
than that. | has more than doubled. Today the tax is 5 cents a pound 
on tires and 9 cents a pound on tubes. This amounts to approximately 
10 percent of the price of the tire. 

As we all know, excise taxes are imposed on some items and not on 
others. Also, the rates vary greatly as among different products. 
The tax on tires, however, is among the highest. Initi: illy, the inten- 
tion was to impose these taxes only on luxury items as distinguished 
from necessities. Under any suc h standard, there is no basis for ap- 
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plication of the tax to tires, for they certainly are very necessary items 
in everyday business. 

In the first place, all tires used on trucks represent an important part 
of transportation from initial production to eventual distribution to 
the consumer. In present-day commerce, trucks of course, constitute 
a very definite part of our total transportation system. Consequently, 
no one would suggest that tires so utilized come within the luxury 

utegory. 

The same is true to a substantial extent in the case of automobile 
tires. We all know that every day, thousands of automobiles are 
used for the p urpose of transporting salesmen and other businessmen 

1 the conduct of their b ness. To an even larger extent, millions 
ot peopie use their automobiles eve ry ds iy aS a necessary means of 
getting to and from work. For these reasons, therefore, we earnestly 
recommend that the Congress tak the realistic view that tires and 
tubes are a necessity and eliminate this excise tax which was originally 
imposed as a temporary measure. 


( 


For my second point, I should like to show the committee the way 
ich this excise tax has operated to the definite competitive dis- 
ve of the independent tire dealers, who, as I have said, are 

I siness men located throughout the United States. This tax 
is, of course, 1 sed on the manufacturer. The manufacturer, how- 
ever, passes .e tax on to the dealer at the moment of sale. Since 
these taxes amount to approximately 10 percent of the total price of 
the tire, the independent tire dealer at all times has that percentage of 
his working capital tied up in taxes. (Example: If a dealer did 
200,000 annually in sales he would carry a $50,000 inventory or $9,000 
would be tied up in excise tax.) This is true because he pays the 
manufacturer the tax when he purchases the tires, and does not collect 
the tax until he has resold the tires to the ultimate consumer. ‘This 

particularly important in the tire industry since tires have a slow 
turnover. In the case of regular tires, the ane tire dealer 
must keep approximately a . day sup ply in stock. In the case of 
other tires, such as those ‘farm implements, snow tires, and the 
like, the inventories are one mt on hand for even longer periods because 
of the seasonal nature of this type of business. Thus it can be seen 
that this freezing of working capital in taxes operates as a very def- 
inite h: indicap in the ev ry lay oper: ations of thes« many oe busine 3S 
men. It should be note l at this point that the tire dealer receives 
absolutely no income from the capital thus tied up, since in this indus- 
try the tax item is passed on entirely separately and forms no part of 
the price on which the dealer’s on is figured. 

In addition, the inde pe ident t de: aler ta] ses all of the credit risk 
involved in passing this tax on to the ultimate purchaser. He has paid 
the tax to the manufacturer at the time of purchase, but if he fails 
to collect from any of those who buy from him, the result is that the 
Government and the manufacturers have collected the tax but the 
small-business man has sustained the loss. 

Not only are these factors serious in and of themselves but, in addi- 

ion, because of the types of competition which the independent tire 

dealer must meet, these problems create a competitive disadvantage 
for him. This disadvantage arises from the fact that other retailers 
representing substantial factors in the market are able to avoid these 
hards hips because of the manner in which they do business. 
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Some of the manufacturers have company-owned retail stores doing 
business throughout the United States in competition with the inde- 
pendent dealers. Since these stores are wholly owned, the manufac- 
turers take the position, insofar as the excise tax is concerned, that no 
sale has been made until the company owned store sells to the ultimate 
consumer. The result is that neither the manufacturer nor the com 
pany owned store has any worming c apite al tied up in these taxes, 
since the tax is recovered from the ultimate consumer before any pay- 
ment is made to the Federal Government. The disadvantage suffered 
by the independent dealer, who has a substantial part of his money 
invested in these taxes, is obvious. The small dealer, who has 10 per- 
cent of his total working Ire mien invested in taxes, thus eliminating 
its use for profit purposes, is put at a great disadvantage. 

Tosum up, we believe there should be no tax on tires and inner tubes 3 
because they are definitely necessity items. We also believe that the 
excise taxes as they are imposed tod: Ly are discriminatory both in that 
they are applied to some industries and not to others, and in that the 
rates vary as among industries. Finally, we believe that the tax as 
imposed in the tire industry operates to the serious disadvantage of 
the small independent tire dealers in their competition with company- 
owned stores and mass merchandisers. 

We respectfully recommend, therefore, that this committee give 
serious consider: ation to legislation leading to the repeal of the excise 
tax as it applies to tires and inner tubes. If that does not appear feas- 
ible at this time, then we recommend as an alternative that this com- 
mittee consider legislation that will result in a reduction of the taxes 
on tires and inner tubes so as to eliminate the discrimination in rates 
which presently exist. 

Thank you very much for this opportunity to appear and make this 
statement. 

The Cuarrman. We thank you very much for your appearance. 

Mr. Esperuartrer. You prefer a retail sales tax at the manufac- 
turer’s level. if we have to have one? 

Mr. Marsu. A tax of that type would give us some equity in the 
thing, which we do not have at the present time. 

Mr. Esermarrer. Especially insofar as the chain competition is 
concerned 2 

Mr. M. arsH. Yes. 

The CuatrmMan. We thank you very much. 

The next witness will be Mr. Harry L. Lourie, executive vice presi- 
dent, National Association of Alcoholic Beverage Importers, Inc. 


STATEMENT OF HARRY L. LOURIE, EXECUTIVE VICE PRESIDENT 
OF THE NATIONAL ASSOCIATION OF ALCOHOLIC BEVERAGE 
IMPORTERS, INC., WASHINGTON, D. C. 


Mr. Lourie. Mr. Chairman and members of the committee, my name 
is Harry L. Lourie. I am executive vice president of the National 
Association of Alcoholic Beverage Importers, Inc., 700 National Press 
Building, Washington, D. C. The association is a membership, non- 
rofit organization organized under the laws of the State of New 
Fork. Our members, we estimate, are responsible for the importation 
into the United States of more than 80 percent of all the imported 
alcoholic beverages taxpaid for sale in our country. 
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PROBLEM PRESENTED—-AN UNINTENTIONAL DISCRIMINATION 


Under item 35 of the procedure data and schedule of topics on the 
revenue revision he arings, we are requesting an amendment to sections 
2800 (a) (1) and (5) of the Internal Revenue Code. We think that 
we have the perfect case for tax revision. The law which we are ask- 
ng to be amended is antiquated; it needs modernizing. It needs to 
e brought up to date to meet conditions as they exist today and to 
liminate inequities which have grown up as a result of legislation 

ch | as been pieced together here and there from time to time. 

ction 2800 of the Internal Revenue Code provides that internal 
enue taxes on distill d spirits shall be collected— 


+} 


he rate of $10.50 on each proof gallon, or wine gallon when below 


s results in a discrimination against imported distilled spirits 
, 


favor of domestic distilled spirits which can be corrected sunply 
by eliminating the language “or wine gallon when below proof,” 
thus making the tax payable just on the proof-gallon basis. 


his language was not intended to provide for difference in treat- 

t between domestic and imported distilled spirits. It was not 

planned or intended discrimination; simply through a combination 
of various circumstances, it just happened. 

Che customs duties on imported spirits provide a big advantage 
for domestic distilled spints. At the present time, the duty on 
Canadian whisky is $1.25 per proof gallon, and on all other imported 
whiskies, $1.50 per proof gallon. For other distilled spirits, such as 
brandy, gin, cordials, and liqueurs, the rate of duty is $1.25 per gallon. 
For specialties and compounds not specially provided for, the rate is 
$2.50 per proof gallon. For rum the rate is $1.75 per proof gallon. 
The rates of tariff thus provided are higher than the cost of produc- 
tion of domestic spirits of similar classes, and give all the protection 
needed if in fact there is any necessary. 

The discrimination resulting from the language in the internal- 
revenue tax comes about from the fact that the internal-revenue tax 

actually collected on domestic distilled spirits on a proof-gallon 
basis only; the tax would be collected on the wine gallon basis if 
such spirits were withdrawn at below proof, but in practice, no do- 
mestic distilled spirits, to my knowledge, are withdrawn at below 
proof. They are withdrawn at 100 proof or above, the taxes paid 
thereon, and the spirits are then reduced to the desired proof by the 
addition of water. For example the popular brands of blended whis- 
kies produced in the United States are bottled at 86 proof. Since the 
whiskies and spirits used are taxpaid at 100 proof or over the tax per 
gallon actually collected on these blended whiskies by the United 
States Treasury is 86 percent of $10.50, or $9.03. 

Imported distilled spirits which are bottled in the country of their 
origin, and most are bottled abroad before being imported, are almost 
all less than 100 proof. Consequently, under this provision of law, 
the tax is collected on the wine-gallon basis, that is, as though the 
spirits were 100 proof. For example, Scotch whiskey comes to the 
United States at 86 proof; the $10.50 in internal-revenue taxes is 
collected on each gallon. If it were collected on the proof-gallon 
basis, $9.03 would be collected. Or, to put it another way, taxes are 
collected on 14 percent of water on each gallon of whiskey imported 
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at 86 proof. Therefore, on each gallon of domestic whisky sold 
86 proof the internal-revenue tax collected is $9.03 whereas on each 
gallon of whisky imported at 86 proof the internal-revenue tax col- 
lected is $10.50. 


HISTORY AND DEVELOPMENT OF THE DISCRIMINATION 


How did this develop? AsI stated above, the development occurred 
over a pel iod of time as are “ ot putting together pieces of legisla- 
tion here and there. The history is an interesting one which really 
has two part—(1) Prior’to 1868, internal-revenue taxes wert collected 
on a proof-gallon basis only; (2) No internal-revenue tax was col- 
lected on imported « listilled spirits until 1917. 

Tracing the first part, we find that the act of July 20, 1968, first 
provided for payment of taxes on the wine gallon when below proof.’ 
This provision was apparently designed to correct a specific abuse 
eo occurred in the practice of warehousing domestic distilled 
spirits, which resulted in losses of revenue to the Government. 
Previous revenue acts provided for the collection of the internal- 
revenue tax on domestic distilled spirits on the proof gallon only. 
Thus, the provision adopted by the Congress in 1868 and maintained 

nee that time for the collection of the internal-revenue tax on a 
wine-gallon basis when below proof was not adopted for the purpose 
of collecting the internal revenue tax on a wine-gallon basis on im- 
ported distilled spirits, but for some other reason. 

An examination of the report made on March 12, 1868, in the 2d 
session of the 40th Congress, by Congressman Van Wyck, from the 
Committee on Retrenchment, with respect to the tax law then pending, 
discloses the existence of conditions which led Congress to the abandon- 
ment of the system prevailing in prior acts for collecting the internal- 
revenue tax on domestic distilled spirits on a proof-gallon basis only. 
At that time the Federal Government had conducted an investigation 
of alleged frauds in the taxpayment of whisky produced in the United 
otates. It had been found that there was an extensive conspiracy 
whereby whisky, presumab ay guarded by Government agents, had 
been removed in whole or 1 part from the barrels and water sub- 
stituted therefor. As a eal the revenue received by the United 
States Government. collected on a proof-gallon basis, was sharply 
reduced, and the whisky originally 7 iced in the barrels, entered con- 
sumption on a tax- free basis. ‘The Congress in the act of 1868 by 
provi iding for the collection of the internal-revenue tax on a wine- 
gallon basis when below proof, desired to check the loss of public 
revenue which had arisen because of the substitution of water for 
whisky. 

It was in the act of 1868 that Congress also reduced the internal- 
revenue tax from $2 to 50 cents pe rgallon. In 1868, the total ¢ ‘ollection 
of excise taxes for distilled spirits such as whisky amounted to $13,- 
400,000. In 1869, after the reduction in the tax and the adoption of 


1That there shall be levied and collected on all distilled spirits on which the tax pre- 
scribed by law has not been paid, a tax of 50 cents on each and every proof galion, to be 
paid by the distiller, owner, or person having possession thereof before removal from dis- 
tillery, warehouse: and the tax shall be collected on the whole number of gage or wine 
gallons when below proof, and shall be increased in proportion for any greater strength 
than the strength of proof spirit as defined in this act: and any fractional part of a 
gallon in excess of the number of gallons in a cask or package shall be taxed as a gallon” 
(Act of July 20, 1868, ch. 186, sec. 1, 15 Stat. 125). 
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the provision applying the tax on the wine-gallon basis when below 
proof, the collections jumped to > 3: 3,225, YOU, 

In presenting the brief biaeery of the adoption of the internal- 
revel iu taxes on distilled spirits on a wine-gallon basis when below 
pro f. I wish to state that the prese nt system of safegu: arding the rev- 
enue with respect to all alcoholic beverages produc ed in the United 
States is such as to make virtually impossible the type of frauds 
reported by Mr. Van Wyck in his report to the 2d session of the 40th 
eeerees. Despite the fact that this language providing for pay- 
ment of taxes on the wine gallon basis when be slow proof is no longer 
necessary to safeguard the revenue, it has remained in the Internal 
Revenue Code since Its 3 adoption in 1868. 

Tracing the second part of the history of this legislation, we find 
that no internal-revenue tax was collected on imported distilled spir- 
its until the adoption on October 3 of the War Revenue Act of 1917.? 

ior to the adoption of this act, only customs duties were collected 

imported distilled spirits. Thus, up to 1917 only domestic dis- 
illed spirits were subject to ‘the payment of internal-revenue taxes, 

id imported distilled spirits were subject only to import tariffs. 

Wh y was the change made in 1917? It is most important to the 

inderstanding of this that we consider the whole background against 
which this change was made 

In 1917, Congress was seeking sources of revenue to defray the costs 

World War I, and the revenue act which it passed was entitled 
‘The War Revenue Act of 1917.” This bill, in addition to imposing 
an internal-revenue tax on imported distilled spirits, also contained 
a provision prohibiting the importation of distilled spirits for bey- 
erage purposes which were distilled after the passage of this act.* 

Furthermore, during this period, the prohibitionist movement was 
very strong; propaganda was being circulated widely, and sentiment 
was strong for the adoption of a constitutional amendment prohibit- 
ing the manufacture and sale of liquor. On August 1, 1917, the Sen- 
ate adopted a resolution to submit to the individual States a national 
rohibi tion amendment to the Constitution, and on December 18, 

1917, the House passed the same measure. Debates in Congress show 

that the liquor traffic was most disparagingly referred to, therefore, 
inequities and discriminations in legislation were of little or no im- 
portance in view of the fact that prohibition as to imported distilled 
spirits was an accomplished fact and appeared to be on its way for all 
intoxicating liquors in the United States. Thus, it was that legisla- 

oo 1 was adopted which was plainly discriminatory against imported 
istilled spirits. National prohibition followed closely on the heels 


That on and after the passage of this act there shall be levied and collected on all 
distilled spirits in bond at that time or that have been or that may be then or thereafter 
produced in or imported into the United States, except such distilled spirits as are subject 
to the tax provided in sec. 303, in addition to the tax now imposed by law, a tax of $1.10 
(or, if withdrawn for beverage purposes or for use in the manufacture or production of any 
article used or intended for use as a beverage, a tax of $2.10) on each proof gallon, or 
wine gallon when below proof, and a proportionate tax at a like rate on all fractional 
parts of such proof or wine gallon, to be paid by the distiller or importer when withdrawn 
and collected under the provisions of existing law (Ch. 63, sec. 300, War Revenue Act of 
1917, 40 Stat. 308). 

‘That no distilled spirits produced after the passage of this act-shall be imported into 
the United States from any foreign country, or from the West Indian Islands recently 
acquired from Denmark or from Porto Rico, or “the Philippine Islands. Under such rules, 
regulations, and bonds as the Secretary of the Treasury may prescribe, the provisions of 
this section shall not apply to distilled spirits imported for other than (1) beverage pur- 
poses or (2), use in the manufacture or production of any article used or intended for use 
as a beverage (Ch. 63, sec. 301, War Revenue Act of 1917, 40 Stat. 308). 
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of this legislation, and this discrimination which existed became 
merely academic. 

We, therefore, earnestly request this Congress to — this in- 
equity by this simple amendment to section 2500 (a) (1) of the Inter- 
nal Revenue Code which would eliminate the wor * “or wine gallon 
when below proof. 

It is our view, and we believe it is amply backed by the precedent 
set by the Congress itself, that no in ternal revenue tax should be 
applied in sucha way as to constitute in effect an increase in the tariff 
which has been adopted by the Congress for a particular item. 


IMPORTED LIQUORS SHOULD NOT BE FORCED TO BE BOTTLED IN UNITED 
STATES TO AVOID A TAX DISCRIMINATION 


Under the present laws and regulations of the United States Gov- 
ernment, it is possible to import into the United States foreign dis- 
tilled spirits in bulk at proof or over. The law and the regulations, 
however, ioe that su h imports itions must either be bottled in 
customs bond or in a foreign trade zone, or must be taxpaid and 
shipped to a Samael bottler. The application of the present law 
has already resulted in a development of importation of foreign spir- 
ts in bulk, taxpayment on a ees gallon basis, and shipment to 
censed bottlers who then reduce n proof and bottle. This type of 
operation parallels the domestic detiation, No claim of disecrimina- 

on can possibly be made with respect to such bottling of foreien 

lled spirits. The claim of discrimination rests solely on the fact 
a roreign distilled spirit which has been bottled in the country 
of origin, such as Scotch whisky or French cognac, and reduced in 
proof, for example to 86, pays the internal-revenue tax at a rate 
14 percent higher than domestic or imported whiskies or brandies 
bottled in the United States 

It has been the belief of not only importers, but others interested in 
maintaining international trade in alcoholic beverages, that the bot- 
tling of suc h be sverages shouk 1, as f: ir as it is possible, be conducted 
n the country of origin. Lhe theory back of this belief is better pro- 
tection for the consumer and certainty that the bottling in the 
country of origin will yield a final product in keeping with the repu- 
tation the item may have estab lished. Obviously, the type of water 
used in reducing the proof is of importance. For certain items, 
such as Scotch whisky, the reduction in proof and subsequent bot- 
tling is conducted entire ‘Ly differe ntly in Scotland than in the United 
States. In addition, bottling of the product by the producer in the 
country of origin has been the generally accepted pri uctice in the 
trade for generations. This is particularly true with trade-marked 
or branded items with which the public has become familiar. It is 
our view that an internal-revenue tax shauld not be applied in such 
a way as to force a change in the practices which have been traditional 
for generations with respect to a particular commodity or for a 
particular industry. 

For example, in the blending of Scotch whisky, it is customary 
for the blender to mix a large number of the different types and kinds 
of malt and grain whiskies needed for the blend and then to reduce 
to approxmiately 86-87 proof. ‘Thereafter, the whisky is replaced 
in barrels and allowed to remain for a considerable period of time, 


] 





1662 GENERAL REVENUE REVISION 


usually from 6 months to a y This practice, as far as we know, 
is not followed in the U ed ‘Sti ites. In the Scotch-whisky trade, 
the storing of the whisky in oak casks after blending and reduction 
in proof is regarded as necessary for the perfection of the blend. 

An extension of the bottling of foreign distilled spirits in the 
United States means economic damage to a number of industries in 
countries shipping their distilled spirits in any volume to the United 

tates. There is involved the manufacture of the bottles, the print- 
ing of labels, the production of corks or other sealing devices, the 
production of shipping cases, the labor needed for the reducing in 
proof, and the filling of the bottles. 

When « one considers the importance of the shipments of cognac 
and other brandies in the United States from France, it is evident 
that a continuation of the present trend in the shipment of French 
brandies to the United States in bulk is bound to have an effect on a 
number of indusries in France which depend in part for their exist- 
ence on the bottling of brandies in France. In the calendar year 
1949, 14.8 percent of all the brandy shipped to the United States from 
France came forward in bulk. Before the outbreak of the last war, 
importers taxpaid annually about 300,000 cases of French cognac 
bottled in France. On the basis that all of this cognac was bottled 
in France in standard four-fifths quart bottles, 12 to the case, that 
would mean 38,600,000 bottles were produced by French bottle manu- 
facturers, at least 3,600,000 labels were printed, and the same number 
of corks, capsules, 300,000 shipping cases had to be made, and, of 
course, labor was used for the actual bottling of the brandy. 

There is no doubt that the United States can force ultimately the 
shipment of foreign distilled spirits to the United States in bulk, with 
subsequent bottling by our domestic bottlers. There is no doubt 
that such an operation would result in expanding the importance of 
our domestic bottling industry. There also is no doubt that such 
a process would have a deleterious effect on the economies of those 
countries who are relying on exports of their particular distilled 
spirits to the United States for the creation not only of dollar credits, 
but also for maintaining home employment. 

As a matter of fact, within the past 2 years, there has been a grow- 
ing movement toward the transfer of bottling of imported cordials 
in the United States. Most cordials are low in proof; many around 
60 proof. The savings in internal-revenue tax on such low-proofed 
items is, therefore, very apparent. Mony of these cordials are now 
being shipped from foreign countries in bulk at 100 proof, imported 
in this country and taxpaid at that proof, and then reduced in proof 
with water, sugar added, and bottled in this country. 


EFFECT ON THE REVENUE 


It is not possible to calculate the exact amount of revenue which 
would be affected if the present law should be amended to provide for 
the collection of the internal-revenue taxes on a proof-gallon basis. 
This is because so large a portion of the total imports comes to the 
United States in bottles and below proof. The statistics are reported 
by the United States Department of Commerce as tax-gallons, and 
no specific information is available to show the exact proof for all 
of these imports. In a general way, it is known that most Scotch 
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whiskies come to the United States at approximately 86-87 proof, 
Canadian whisky at 87-91 proof, cognac at 84-86 proof. However, 
the collection of the taxes on the proof-gallon basis definitely will 
result in a drop in the taxes per case paid by the importers to the 
United States Government. But this amendment would not result in 
any loss of revenue collected on domestic distilled spirits. 

I have been asked if the application of the taxes on a proof-gallon 
basis will result in an increase of unportations which might offset 
the loss in revenue. ‘To answer this question is virtually impossible. 
It may be said that two innportens accomplishments will result if 

1e taxes are collected on the pr 0t-gallon basis: 

(a) The foreign enterprises now engaged in the b 
distilled spirits will not lose their present operations, 
tage will accrue to a United States company which imports 
distilled spirits in bulk and | ottlec after taxpayment. 

(6) The protection given by the tariff will not be augmented DV 
a concealed tariff protection obtained through the application of 
the internal-revenue tax on an alcoholic content not actually present in 
the product. An example of this follows: 

[mporte r A brings to the United States 1,000 cases of bottled 
Scotch whisky ' vé 86°. Each ease contains 2.4 wine-gallons, and the 
importer’ S excise tax comes to $25,200. 

[Importer 3 br: ngs to the United States 2.066 gallons of Scotch 
whisky in bulk at 100 proof. He tax pays this bulk whisky, and 
his internal-revenue tax amounts to $21,695. On bottling this 
whisky at 86 oo after taxpayment, he also has 1,000 cases of 
Scotch whisky, but he has paid $3,507 less in excess taxes than 
importer A. 

The problem of the import trade today is not possible expansion, but 
rather to avoid contraction of the trade in foreign spirits. With the 
exception of Scotch and Canadian whiskies, the import trade in other 
distilled spirits is far below the level established prior to the o oe 
of the war in Europe in 1939. This is despite the great increase in 
population which has come since repeal of prohibition and the pssar 
increase in personal incomes. The concealed tariff protection which 
has existed during all the years of repeal because of the language of 
the present law was not a potent factor during the years when the in- 
ternal-revenue tax was $2 per proof-gallon, or per wine-gallon when 
below proof. The present rate of $10.50 has erected an important 

tariff barrier alate foreign distilled spirits which if not changed 
will ultim: itely result in either a she arp decline in the trade in foreign 
bottled distilled spirits or a shift to importation in bulk at proof or 
over and bottling thereafter. 


WE REQUEST TO BE TAXED TO COMPLETE THE ELIMINATION OF 
DISCRIMINATION 


We have asked that the law be modernized and we have asked that 
inequities be removed. Therefore, as a corollary to the amendment 
to section 2800 (a) (1) of the Internal Revenue Code, we think that 
section 2800 (a) (5) of the Internal Revenue Code should be amended, 
so as to subject those imported distilled spirits which have been rec- 
tified to the same rectification tax as is paid by domestic distilled 
spirits. Thus, we have asked for amendments to two sections of the 





1664 GENERAL REVENUE REVISION 


Internal Revenue Code which will place imported and domestic dis- 
tilled spirits on exactly the same basis, so far as internal-revenue taxes 
are concerned. As we have pointed out above, the imported distilled 
spirits will pay much more in taxes due to customs duties to which 
they are subject. 

If it is pertinent to these hearings we ask that paragraph 811 of the 
Tariff Act of 1930 be amended to delete the provision requiring pay- 
ment of duties on the wine-gallon when below proof. This would then 
place distilled spirits on the same taxable basis for both internal- 
revenue taxes and duties and in doing so would facilitate administra- 
tion of these provisions of the law. 


CONCLUSION 


To those who may say quite accurately that despite the discrimina- 
tion in the application of the internal-revenue tax on imported dis- 
tilled spirits the trade has remained in existence and made decided 
progress since the repeal of prohibition, the answer is obvious. In 
these critical times the leadership which the United States has had 
imposed on it by world events should be used to prove to its friends, 
as well as to its enemies, that the obligation of leadership is recog 
nized and that the United States Government will correct inequities 
and will do away with discrimination wherever such inequities or dis- 
criminations are called to the attention of the Congress. In many 
respects, this entire problem is a minor one. Its commercial signifi- 
cance will be overstated if it is measured in dollars and cents. Its 
international significance cannot be overstated. You make and keep 
friends by avoiding discriminations against their interests. 

In an appendix to this statement we have submitted proposed lan- 
guage which if adopted as amendments to sections 2800 (a) (1) and 
(5) of the Internal Revenue Code and to paragraph 811 of the Tariff 
Act of 1930 would accomplish what we request. 


APPENDIX 


PROPOSED AMENDMENTS 


(1) Section 2800 (a) (1) of the Internal Revenue Code (U. 8. C., 1946 ed., 
title 26, sec. 2800 (a) (1)) is amended to read as follows: 

“(1) DisTILLep Sprrits GENERALLY.—There shall be levied and collected on all 
distilled spirits in bond or produced in or imported into the United States an 
internal-revenue tax at the rate of $10.50 on each proof gallon and a propor- 
tionate tax at a like rate on all fractional parts of such proof to be paid by the 
distiller or importer when withdrawn. On and after April 1, 1954, the rate of 
tax imposed by this paragraph shall be $9 in lieu of $10.50.” 

(2) Section 2800 (a) (5) of the Internal Revenue Code (U. S. C., 1946 ed., 
title 26, sec. 2800 (a) (5)) is amended by adding at the end thereof a sentence 
reading as follows: “Imported distilled spirits which if manufactured or pro- 
duced in the United States would have been subject to the tax imposed by this 
paragraph shall be subject upon importation to an additional tax equal to such 
tax, to be paid by the importer when withdrawn, and the burden of establishing 
exemption from this additional tax in any case shall rest upon the importer.” 

(3) Paragraph 811 of the Tariff Act of 19380 (U. S. C., 1946 ed., title 19, sec. 
1001, par. 811) is amended by deleting from the first sentence of that paragraph 
“Each and every gage or win gallon of measurement shall be counted as at 
least one proof gallon; and” and by changing the first letter of the following word 
to a capital. 
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Mr. Esernarter. It is quite interesting the way the Government 
stopped this evasion in 1868 simply by taxing water that was found 
in the warehouse. It was quite a simple way. 

Mr. Lourte. What happened was that before that time, if you 
examine the report that I referred to, apparently certain disti llers, 
or some agents, or somebody, got into the distilleries and subtracted 
a great deal of whisky from the barrels and added water. With the 
tax collected on the proof gallon basis the Government lost. With the 
wine gallon basis, that practice of removing stopped. 

Mr. Eneruartrer. The only practical effect was that they taxed the 
water; is that it? 

Mr. Lourie. That is exactly what happened. 

The CuarrmMan. Thank you very much. 

The next witness is Mr. A. M. Freeman, Radio-TV Manufacturers 
Association. 

If you will give your name and the capacity in which you appear, 
we will b e glad to hear you. 


STATEMENT OF A. M. FREEMAN, CHAIRMAN, TAX COMMITTEE, 
RADIO-ELECTRONICS-TELEVISION MANUFACTURERS ASSOCIA- 
TION 


Mr. Freeman. My name is A. M. Freeman. I am chairman of the 
tax committee of the Radio-Electronics-Television Manufacturers 
Association. For many years our association has been vitally inter 
ested in the impact that the manuf: acturers’ excise tax has upon the 
articles we produce. A large number of the difficulties our manufac 
turers have with this excise tax purely from administrative problems 
those caused by the interpreta ion and app lication of the statute by 
the executive branch. We do not mean to be critical of the Internal 
Revenue Bureau but, rather, these difficulties arise principally from 
the indefinite language of the statute and the tremendous growth of 
radio and expansion of the use of electronics. Many of these adminis 
trative difficulties would be removed by the enactment of H. R. 6314 
introduced by Congressman Richard M. Simpson on July 15, 1953, 
For the reasons hereinafter stated, we respec tfully urge your commit- 
tee to take favorable action on H. R. 6314 at the earliest practicable 
time. 

As you know, section 3404 of the Internal Revenue Code imposes a 
10-percent manufacturers’ excise tax on the sale of radio receiving 
sets, television receiving sets, and phonographs, and combinations of 
the foregoing as well as certain component parts of such sets, such as 
- assis. cabinets, tubes, speakers, amplifiers, and power supply units. 

Under section 3444 (a) a tax is imposed on the use of such ¢ omponents 
in the production of articles other than radio receiving sets, television 
receiving sets, and so forth. 

The Internal Revenue Service interprets section 3404 to cover not 
only radio and television receiving sets of the entertainment and 
amusement type, but also electronic equipment of the type used for 
commercial and technical purposes. We think this was never intended 
by Congress as evidenced . the legislative history of the original tax 
on radios and the 1950 imposition of the tax on television. For exam- 





1666 GENERAL REVENUE REVISION 


ple, when the tax was enacted in 1932, the radio industry was described 
to the Ways and Means Committee in the following language, at page 
717, hearings, Revenue Revision, 1932 

The industry consists of two distinct elements: First, the broadcasters, who 
operate broadcasting stations and disseminate programs; second, the manufac- 
turers of radio receiving sets and accessories, who manufacture equipment, mak- 
ing it possible for the listening public to hear the programs sent out by the radio 
Stations. 

Again, the Senate Finance Committee in its report on the Revenue 
Act of 1950 (Rept. No. 28375), in discussing section 605 which im- 
posed a manufacturers’ excise tax on television sets, stated that: 

The tax on radio receiving sets was first adopted in the Revenue Act of 1932. 
At that time there was no indication that a closely associated type of home 
entertainment, namely, television, would come into widespread use * * *. In 

vy case, it appears undesirable to tax one of these forms of home entertainment 
and not the other. 

Thus we find in many instances that contrary to the historical intent 
of Congress, electronic apparatus and other commercial and technical 
devices used by railroads, airlines, marine operators, various utilities, 
and others are being subjected to the tax. 

By extending the tax beyond the original intent of Congress, the 
Revenue Service has created some extremely diflicult problems for it- 
self as well as taxpayers. In aviation, marine, and similar types of 
commercial communication equipment, great difficulty is encountered 
in determining the tax base, because of the stress laid upon compact- 
ness which frequently results in both a receiver and transmitter being 
mounted in the same housing with many common circuits and parts. 

The Revenue Service has drawn a distinction between receiving sets 
which convert radio waves into sound, which are deemed taxable, and 
those sets which convert waves into other forms of signals, which are 
held nontaxable. However, while radar, loran, shoran, certain types 
of radio testing equipment, and many others are not themselves tax- 
able articles, certain components used in producing these articles are 
taxed. 

If the Revenue Service finds that a complicated piece of modern 
electronic apparatus will perform a receiving function, it then seeks 
to impose the tax. Its basis for doing this is the law which imposes the 
tax on “chassis—suitable for use on, or in connection with, or as com- 
ponent parts of” a radio receiving set, “whether or not primarily 
adapted for such use,” and the regulation section 316.61 (a) which 
defines the term chassis to include “radio or television receiving appa- 
ratus of all types.” Since the tax does not apply to electronic appara- 
tus as such, an exceedingly difficult engineering and accounting analy- 
sis is required in many cases to segregate and value the actual chassis 
or the hypothetical chassis which is buried in the midst of the appara- 
tus. In order to determine the proper tax base, it is commonly neces- 
sary to submit circuit di: agrams, enginee ril lg dr: iwings and spec ifica- 
tions, and cost estimates when applyi ing for a ruling, : a process which 
is not only costly but time consuming as well. Moreover, the Revenue 
Service takes the position that the part of such equipment that cannot 
be se par: ated out as clearly nonreceiving is subject to the tax. This 
results in prolonged ¢ ontroversy and expense and real jeopardy to the 
taxpayers in selling such apparatus without knowing in advance just 
how much tax it will owe on the sale. 
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It is believed that the imposition of a luxury tax upon electronic 
devices is inappropriate where such devices are used for commercial 
and technical purposes. The recent trend in excise tax legislation has 
been to eliminate such taxes when they have placed an unnecessary 
burden on activities which are primarily commercial or technological] 
in nature. This is exemplified by the exemption of certain photo- 
graphic supplies where it was shown that such supplies were primarily 
of a commercial nature. Similarly, the tax on refrigerators and re- 
frigeration equipment and various electrical and gas appliances is spe- 
cifically limited to the household type. 

In many fields, such electronic devices are as essential as the very 
functioning of the activities themselves. In the field of trans sporta- 
tion, for example, Congress has seen fit in many instances through 
subsidies, preferential tax treatments and other actions to assist such 
users. It appears incongruous, therefore, to require such users to 
pay an excise tax on their pure hase of necessary augmenting electronic 
devices. 

it is our recommendation that if there has to be an excise tax on 
radio-television equipment, it should be one on equipment manufac- 
tured for use by the listening or viewing public for receipt of broad- 
cast or telecast programs. H. R. 6314 accomplishes this result by 
setting forth clearly the types of articles to be taxed. Under this 
bill the tax would be uniform in application irrespective of the article’s 
end use or the identity of the purchaser. The bill would give com- 
plete exemption to all nonamusement types of electronic apparatus 
such as communication receivers used by ships and aircraft, naviga- 
tion equipment, walkie-talkies, microwave systems, monitoring de- 
vices, electronic instruction aids, mobile communication equipment 
and the like, whether sold to the Government or to the commercial or 
industrial users. On the other hand, the sale of amusement type 
articles to the United States Government would be taxable. 

In addition, H. R. 6314 would remove the tax from all components 
except tubes. By so doing the administrative problems involved in 
determining the tax on partially taxable articles are almost entirely 
eliminated. Handling of the tax on tubes used in other articles would 
be greatly simplified by the restriction of the principal taxable ar- 
ticles to the amusement type receivers. 

This imposition of the tax on commercial type radio and television 
apparatus and on parts which may be used in a multitude of articles 
which are not radio or television receiving sets, creates such a wide 
variety of costly administrative problems that it is highly question- 
able whether the revenue yield is worth the effort required to deter- 
mine the correct amount of the tax. 

Taxpayers and the Internal Revenue Service spend hundreds of 
thousands of dollars each year trying to comply with and enforce the 
laws as now written. For example, one radio and television manu- 
facturer estimates, in complying with this excise tax, that its direct 
cost alone amounts to $ $75,000 a year, and it should be pointed out that 
most manufacturers incur similar expenses in complying with the tax. 
A large part of these expenses could be eliminated if the tax is re- 
moved from commercial type equipment and parts. There is no way 
of estimating the cost to the Gover nment of administering and enfore- 
ing this phase of the tax, but it is undoubtedly substantial. 

37746—53—pt. 8——18 





1668 GENERAL REVENUE REVISION 


The technical changes which would be accomplished by H. R. 6814 
do not involve any revenue loss of consequence. The revenue from 
the articles removed from the tax by the bill amount to less than one 
percent of the total revenue from the radio-television tax. Based on 
1952 experience, this would amount to approximately $1,250,000. 
This amount, however, would be largely offset by the savings in ad- 
ministrative costs by taxpayers and the Government. 

While H. R. 6314 would solve the major administrative difficulties 
peculiar to the radio-electronics-television industry, the industry is 
also afflicted by problems which are general to all manufacturers’ 
excise taxpayers. 

The following points are discussed more fully in the prepared state- 
ment that is being filed for the record, and I will refer only briefly to 
them at this time. 

1. Attention should be given to the lack of adequate judicial review 
in the field of excise taxes. Unlike the procedure in income, estate, 
and gift taxes, a manufacturer must pay the excise tax before a court 
will consider his case. We ask that the Tax Court be given the power 
to determine deficiencies in excise taxes. In addition, since rulings as 
to taxability of articles and method of computation of tax play such 
an import: int part in administration of excise taxes and the tax is sO 
large in proportion to the profit on the sale, we recommend that the 
Tax Court be given power to review suc th rulings. 

2. Under section 3443 (d) of the code, a manufacturer cannot get 
a refund of tax unless he can prove that he did not pass on the tax 
or has the consent of the ultimate purchaser. Because of the difficul- 
ties involved in this burden of proof, the manufacturer is frequently 
prevented from obtaining in a claim for refund or a subsequent suit 
proper consideration of the question of the correct amount of tax 
due. 

3. Under existing regulations, a manufacturer purchasing taxable 
components tax free for manufacture of taxable articles is required 
to give his supplier a blanket exemption certificate at least once each 
month. This is an unduly cumbersome and unnecessary procedure. 
We recommend that it be sufficient for the manufacturer to indicate 
on the purchase order sent to the supplier that the purchase is to be 
tax free for further manufacture. 

t. Section 3442 (a) (2) permits a manufacturer to sell tax free to 
a vendee who resells to another manufacturer for use in producing 
another taxable article. Because of the second manufacturer’s know]l- 
edge of the exemption and the requirement of the regulation that the 
first manufacturer must know at the time of his sale of his vendee’s 
intent to so resell, the jobber is frequently caught in the middle, unable 
to collect the amount of the tax from his customer or to get a refund 
of tax from his supplier. We recommend that the original manu- 
facturer be permitted to refund the tax upon presentation of evidence 
that the articles were resold by his vendee for tax-free use. 

If a manufacturer purchases a taxable component taxpaid and 
uses it in the production of a taxable article or of one sold tax free 
under the provisions of section 3442, he can recover the tax paid on 
the component. However, if he makes a tax-free use of the component 
other than one specified in section 3442, there is no way he can recover 
the tax. An example is a manufacturer who has bought tubes tax- 
paid for resale and uses a tube to replace a defective tube in a set under 
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his warranty. We recommend that section 3443 (a) be amended to 
rmit recovery of tax in such a situation. 

The requirement of a certificate of intent to export is an unduly 
pelle ated procedure, and we suggest itselimination. If this change 
is adopted, the manufacturer could issue credit for tax originally paid 
and take credit on his return upon receipt of proof of the ultimate 
yang of an article. 

. The various methods used by a manufacturer in making sales of 
his ‘product may result in there being severa! different amounts of 
tax on the same article or perhaps force the manufacturer into un- 
desirable or abnormal methods of doing business so as to achieve con- 
sistency in the amount of the tax. We recommend that the law be 
amended to provide that the excise tax be computed on the manu- 
facturer’s established independent wholesale distributor price but not 
upon a price greater than the actual price for which the goods are 
sold in an arm’s length transaction. 

Thank you for this opportunity of being heard. 
The Cuamman. Thank you very muc : for your contribution. 
At this point, we will insert H. R. 6314, to which you referred 
your statement. 
(The bill above referred to is as follows:) 
[H. R. 6314, 83d Cong., 1st sess.] 
A BILL To amend section 3404 and related sections of the Internal Revenue Code 


Be it enacted by the Senate and House of Representatives of the United States 
of America in Congress assembled, That subsection (a) of section 3404 of the 
Internal Revenue Code (relating to manufacturers’ excise tax on radio receiving 
sets, and so forth) is amended to read as follows: 

(a) Radio receiving sets, television receiving sets, phonographs, and com- 
binations of any of the foregoing, of the household, portable, automobile, or 
other amusement type, and tubes which are suitable for use on or in connection 
with any of the foregoing articles.” 

Sec. 2. Sections 3404 (b), 3448 (a) (1) (B), 3448 (a) (3) (A) (vii), and 
3444 (b) of the Internal Revenue Code are hereby repealed. 

Sec, 3. The effective date of this Act shall be the first day of the first month 
which begins more than ten days after the date of the enactment of this Act. 


(The following additional matter was submitted for the record by 
Mr. Freeman :) 


LACK OF ADEQUATE JUDICIAL REVIEW 


The lack of adequate judicial review in this field should be called to the com- 
mittee’s attention. Contrary to the procedure applying in the case of income, 
estate and gift taxes, the manufacturer must pay the excise tax before a court 
will consider his case. The Tax Court should be given the power to redeter 
mine excise tax deficiencies prior to payment of the tax. The Tax Court should 
also be given the power to review the Revenue service’s advance excise tax 
rulings. 

If there is some question in the manufacturer’s mind as to the taxability of 
a particular article, usually a new one that he has just begun to produce or 
one that is a modification of a prior article, he has to resolve this question, in 
order to protect himself, prior to sale of the item. In such a case, he attempts 
to get a Treasury determination of the taxability of the item. Following the 
presentation of a technical description of the article, suppose the Treasury 
decides that the item is taxable. Such a decision, from the point of view of 
the manufacturer, is final, for to continue to operate he must make sales and, 
although he may still think the article is not taxable, he adds the tax to his 
sales price. As a practical matter, there is no review of the Treasury decision 
available at this stage since he must, to get a redetermination, sue the United 
States Government for a refund of the tax he feels he has erroneously paid, 
and this will take a long time. 
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If the Tax Court is given the power to review advance tax ruling, then the 
manufacturer could analyze his situation and if he thought, in his best judgment, 
the item was not taxable, he could appeal to the Tax Court. If the manufacturers 
were not ready to market the product, then there would be no difficulty in await- 
ing the court decision. If, however, manufacturers had their products ready to 
market they still, during the period of litigation, would have it in their power, by 
appealing to the Tax Court, to refrain from paying the tax. 


REFUND AND CREDIT PROBLEMS 


Section 3443 (d) requires, as a condition to the recovery of overpayment of 
manufacturers’ excise taxes, that the person who pays the tax establish: 

(1) That he has not included the tax in the price of the articles with 
respect to which it was imposed nor has he collected the amount of the 
tax from the vendee; or 

(2) That he bas repaid the amount of the tax to the ultimate purchaser of 
the article or has secured the written consent of the ultimate purchaser to 
the credit or refund. 

These limitations impose an impossible burden of proof as a condition to the 
recovery of taxes which admittedly were illegally collected and unjustifiably dis- 
criminate against one who has promptly paid the taxes claimed of him and in 
favor of those who have withheld payment. Section 3443 (d) should be repealed. 


EXEMPTION CERTIFICATE 


Under existing revenue service regulations, manufacturers are obliged to issue 
exemption certificates monthly to all suppliers of taxable components where it 
is desired to buy such components on a tax-free basis for further manufacture. 
This seems unduly cumbersome and without significant result. It is recom- 
mended, therefore, that it be provided in the statute that it will be sufficient for 
the manufacturer to indicate on purchase order sent to such a supplier that the 
articles described are being purchased tax free for further manufacture, 


JOBBER PROBLEM 


The regulations also provide that a manufacturer may sell on a tax-free basis 
to a jobber who intends to resell to another manufacturer for further manufac- 
ture of a taxable end article. In order to qualify for this exemption, the jobber 
is obliged to file an exemption certificate with the manufacturer prior to the 
time of sale or shipment. 

If, however, at the time of purchase, the jobber does not anticipate that the 
articles in question will be sold for further manufacture, and the tax is paid, the 
Internal Revenue Service has ruled that the jobber has no means available by 
which a tax credit may be secured from the original manufacturer from whom 
the articles were purchased on a tax paid basis Instead, the only recourse of the 
jobber is to bill the tax to his customer, who is purchasing the articles for further 
manufacture, who in turn may claim a tax credit on his return, representing tax 
paid on components used in the further manufacture of a taxable article. This, 
however, is only true if this second manufacturer pays manufacturers’ excise 
taxes; if not, then he cannot use such a credit but can only file a claim for refund. 

Since this quirk in the law is not commonly known, some jobbers have inno- 
cently rebilled the merchandise to their customer without adding the tax and 
subsequently discovered that their customer refuses to accept a tax billing, again 
perhaps because of a misunderstanding as to the means of relief available to 
him. In any event, the situation seems an unrealistic one. It is suggested that 
the law be changed to permit the original manufacturer to issue a tax credit 
to the jobber upon submission of the necessary proof of resale for further 
manufacture. 

PURCHASE FOR REMANUFACTURE 


Manufacturers frequently purchase taxable articles to use without knowing 
at the time of the purchase the type of product, taxwise, in which the purchased 
article is going to be used. If the article is used in the. production of a tax-free 
item specified under section 3442 of the code or in the manufacture of a taxable 
product, then the manufacturer can gain a credit or refund for the tax paid on 
the purchase of the article. If, however, the manufacturer uses the item or sells 
it in a tax-free transaction that is not specified in the code, he has no apparent 
way to recover the tax either by credit or refund. This occurs, for example, where 
a manufacturer purchases taxable tubes and then, under his warranty contract, 
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uses the tubes to replace defective ones—which replacement is tax free. To 
meet this problem it is recommended that section 3443 (a) be amended to 
provide for a credit or refund in this type situation. 


EXPORT PROBLEMS 


In the handling of exports of articles subject to the manufacturers’ excise 
, two requirements are set up under existing law: 

First, prior to the time of sale or shipment by the manufacturer, a cer- 
tificate of intent to export must be furnished by the manufacturer’s vendee 
indicating that all or a portion of the merchandise being ordered is intended 
to be sold for export, and 

Second, when the merchandise is ultimately exported, proof of exporta- 
tion or an affidavit evidencing the existence of such proof is furnished to 
the manufacturer, at which time an excise tax credit will be allowed. 

This is unduly complicated procedure. There seems to be little significance 
or value to the certificate of intent and this requirement should be eliminated. 
If this change were adopted, the only requirement for securing a credit for mer- 
chandise exported would be the furnishing of the ultimate proof of exportation. 


SALES PRICE PROBLEMS 


Under existing law, a substantial difference in amount of tax payable will 
result, depending upon the selling methods of the manufacturer. For example, 
assume that a radio set can be manufactured and sold at a fair profit 
for $100: 

Customer A is a large national distributor of consumer durables sold 
under its own trade name. It furnishes certain design engineering and 
tooling assistance and assumes responsibility for a product warranty. 
Because of its buying power and the valuable contributions which it makes 
toward the manufacturing and distribution process, the manufacturer’s 
sales price is fixed at $90. The tax at 10 percent will be $9 

Customer B is one of a number of regional distributors selling an iden- 
tical article (except for minor design characteristics) under the manufac- 
turer’s nationally advertised trade name. The price is $100 and the tax $10. 

Customer C is a metropolitan department store, also selling the article 
under the manufacturer's nationally advertised trade name. Because of its 
large buying power and large local advertising program, it is able to buy the 
article direct from the factory in carload quantities at $110. The tax will be 
$11, notwithstanding the fact that the manufacturer may pay over $10 
differential as a subsidy allowance to the franchised distributor for the 
particular territory. 

Customer D is a retail dealer in a key metropolitan area where, because 
of severe competition, the manufacturer has found it necessary to establish 
a direct factory branch. The sales price must cover cost of local whole- 
sale distribution and is fixed at $120. The tax will be $12. 

Each of these customers is purchasing from the manufacturer the same product 
and yet each of these customers pays a different amount of tax. The value 
of the item sold by the manufacturer is the same in each case and yet because 
of the distribution technique, a varying amount of tax is paid. 

It is recommended, therefore, that the law be amended to provide that in such 
cases the excise tax shall be paid upon the manufacturer's established indepen- 
dent wholesale distributor price, but the tax shall not be greater than it would 
be on the actual price in an arms length transaction. 


(The committee thereupon adjourned.) 
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TUESDAY, AUGUST 11, 1953 


House o# RepresENTATIVES, 
CoMMITTEE ON Ways AND MEANS, 
Washington, dD, C. 

The committee met at 10 a. m., Hon. Daniel A. Reed (chairman) 
presiding. 

The CuHarmrMan. The committee will come to order. 

The committee will continue hearing testimony today on Topic 35, 
Excise Tax Problems. 

The first witness this morning is Mr. George W. Whiteside of New 
York City. Mr. Whiteside. 

(No response. ) 

The CuatrMan. The next witness is Mr. William M. Harris of the 
American Mineral Spirits Co., Chicago. 

Weare glad to see you here, Mr. Harris. If you will give your name 
and the capacity in which you appear, we will be glad to hear you. 


STATEMENT OF WILLIAM M. HARRIS, AMERICAN MINERAL 
SPIRITS CO., CHICAGO, ILL. 


Mr. Harris. My name is William M. Harris. I am employed as a 
tax accountant by the American Mineral Spirits Co., Chicago, Lil. 
Che company’s business is the production and marketing of commer- 
cial solvents and industrial naphthas. 

My purpose in appearing before you is to ask relief for my company 
and other producers, distributors, and consumers of these products 
from the enormous burden of accounting, under the code section taxing 
gasoline, for the sale of every single gallon of the many millions of 
gallons sold each year. No tax results since the sales of naphtha and 
solvents are exempt, but the cost of establishing tax-exempt status 
entails unbelievable recordkeeping. These records are not needed to 
protect the revenues, as I will show you. 

Mr. Chairman, I would like to make a departure from the prepared 
text for 1 minute. At this point I wish to depart from the written 
testimony to state that H. R. 5989, introduced by Mr. Curtis of Ne- 
braska, and Senate bill 2238, introduced by Senator Butler, of Ne- 
braska, specifically and completely give the relief which is being 
sought. I understand that these identical bills are sponsored by the 
Treasury Department. If either is passed, the benefits outlined in my 
testimony will accrue, and I urge that serious consideration be given to 
Its adoption. 

1673 
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HISTORY 


Congress, as a revenue measure, by the act of 1932, taxed gasoline 
for the first time. When the act of 1934 was passed section 603 ex- 
tended the range of products included within the definition of gasoline 
to embrace certain commercial solvents, technical naphthas, and indus- 
trial distillates on the basis of their physical characteristics alone, not 
onside ring the price nor the usual purpose for which manufactured. 

sut the section properly did not tax these nor any other liquids sold 
or manufactured or used otherwise than as a fuel for the propulsion 
of motor vehicles, motorboats, or airplanes. Only such products 
actually and finally used for such purposes were subject to tax. An 
elaborate system of recordkeeping to establish the tax-exempt status 
was provided. 

PRESENT STATUS OF THE PROVISION 


At the time these naphthas and solvents were included in the gasoline 
requirements engines had low compression and under ideal conditions 
could, through blending, use certain of these products as a fuel in place 
of gasoline. As an example, we all remember the old Fordson 
tractors which started on gasoline and cculd be switched over to burn 
kerosene after they had warmed up. 

At that time comparatively few types of solvents were being manu- 
factured and their uses were limited to such purposes as dry cleaning, 
paint thinning, and metal cleaning. The practice of the refiner was 
to make only small quantities of these woodieahd since his outlets were 
few and marketing was hardly worthwhile. 

Accounting, gallon for gallon, while burdensome even in those days, 
was not unreasonable. As time went on, however, new uses were 
found for which new products were developed and today some 50 or 
60 different specified types of solvents and naphthas are made, prac- 
tically none of which are usable, alone, as fuels for modern high-com- 
pression engines. ‘Those which might be burned would not give satis- 
factory results unless they were expertly blended into gasoline, the 
resulting products in some cases being higher in cost than gasoline of 
like quality. Thus the present requirement of accounting for the sale 
of these products no longer has meaning. Enormous quantities of 
technical naphthas and solvents are used today in the manufacture of 
adhesives, drying oils, printing inks, floor coverings, paper insulations, 
brake linings, rubber cements, varnishes, lacquers, paints, enamels, 
roofing compounds, dry cleaning, explosives, vegetable and animal fat 
extraction, insecticides, perfumes, textiles, and many similar products. 
Because the generic word “ni iphtha” is contained in the section defin- 
ing gasoline all of these specialized petroleum products must be meticu- 
lously accounted for, gallon for gallon, all the way from the refiner 
through intermediate distributors down to the manufacturers who 
use them as raw materials. At no stage does any handler seriously 
consider them to be in any sense a motor fuel. 


COST AND BURDEN OF ADMINISTRATION 


Both industry and the Government are being put to unnecessary ad- 
ministrative expense and much time, which could be used to better ad- 
vantage, is being wasted in these procedures. If any tax on these 
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products was finally retained by the Government then there would be 
some justification for continuing the requirement of accounting for 
movement of these materials. As a mater of fact, however, except 
for an occasional failure to file a claim for refund because of a mis- 
understanding of the law no tax is collected upon sale of these products 
unless they are being sold for future resale. In the latter case the 
material moves from the refiner through several intermediate sellers 
until it finally reaches the consumer who purchases without tax under 
an exemption certificate and which initiates a chain of refunds back 
to the original seller who paid the tax to the Government. Thus it is 
obvious that a great deal of paperwork is being done by all concerned 
with the marketing of these products—all without any benefit taxwise 
to the Government. 

Further, the costs of preparing these records are charged against 
their Federal taxable income and in this way the income tax loss con- 
stitutes an expense to the Government which is over and above the ex- 
penses of governmental agents who must examine these records. 

Our company, since October 1935, has filed returns and paid taxes 
on its sales of gasoline and also on its sales to the dealers in solvents 
and naphthas. Our records will show that with the possible excep- 
tion of a few hundred dollars unclaimed no tax on the sales of solvents 
to dealers has been retained by the Treasury Department because re- 
funds have been claimed for such tax-free sales under exemption cer- 
tificates in every instance. Besides the cost of preparing these records 
over the past 18 years to us, the costs to our customers of preparing 
the exemption certificates required and the auditing expense by the 
Treasury Department have been entirely nonproductive. 

A short summary of the procedure which must be followed in ac- 
counting for these products follows: 

1. A special certificate must be executed either for each sale or for 
deliveries not exceeding 1 month to any one customer. 

2. On sales to dealers for resale taxes must be initially charged and 
the dealer must follow the same procedure we would have followed in 
(1) above, filing with us for a refund of the tax charged after exempt 
resales by them. 

3. In our case fifteen hundred to sixteen hundred exemption certifi- 
cates must be processed each month and refund credits and checks to 
dealers must be made. 

1. Unnecessary friction with customers not familiar with tax laws 
is unavoidable. 

The above method of proving nontaxability is the procedure essen- 
tially followed for the excise taxes on other items as reference to regu- 
lations No. 46 will show. Thus a mere change in the Commissioner’s 
regulations No. 44 would be anomalous as not following the pattern 
outlined in regulations No. 46 for taxing all the other articles described 
therein. For this reason the word “naphtha” itself should be excluded 
from the definition of gasoline in the statute. 


ELIMINATION OF REQUIREMENT OF ACCOUNTING BY THE STATES 


The States, which have generally followed the Federal definition of 
gasoline and have set up their motor fuel tax administrative procedure 
somewhat along the Federal lines, long ago recognized that it was 
wasteful practice to trace naphthas and solvents through the dealer’s 
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records to the manufacturing concerns using them as raw material, 
since no tax could ever be finally retained. 

Ohio, a highly industrial State in which paint, textiles, automobile, 
and rubber companies consume large quantities of these products, 
eliminated the requirement of accounting in 1944; New Jersey fol 
lowed suit in 1951; Massachusetts and Connecticut, in 1952; Michigan, 
at the present legislative session. New York, P ennsylvania, } Nebraska, 
Washington, Missouri, Arkansas, Kentucky, Georgia, and Louisiana 
either omitted these materials initially or eliminated them earlier. 
Illinois, Iowa, Wisconsin, Tennessee, California, and Rhode Island 
still require limited accounting to establish exempt uses. 

The States which have completely abated the requirement of ac- 
counting for naphthas protect their revenues with the proper pro- 
vision that should any sales be made for use as motor fuels such sales 
would be taxable. Letters attached from the administrative depart- 
ments of the motor-fuel tax divisions of several States testify to their 
satisfaction with their decisions, 

In spite of the vast amount of accounting paper work required to 
maintain these records the value of them as a deterrent to tax evasion 
is questionable. Section 3412 of the code specifically provides that any 
person to whom gasoline is sold tax free thereunder shall be consid- 
ered the producer of the product, responsible for the tax. Therefore, 
any person who diverted purchases for nonmotor fuel purposes to a 
taxable use could be held liable to the tax on such use and whether he 
had or had not signed an exemption certificate would be of little bene- 
fit. The industry is as anxious to weed out and prosecute those who 
evade the motor-fuel tax laws as are the administrative bodies them- 
selves, since it is obvious that such persons do more damage to the 
marketing procedure than they do to the tax revenues. It is therefore 
incumbent upon industry, regardless of whether this accounting is 
done, to take reasonable precautions to see that products sold without 
tax are purchased for nontaxable purposes. This is relatively easy to 
do since the blending facilities and the technical knowledge required 
for blending limit the number of places where this might be done. 
The State enforcement officers are very active in field policing in all 
States including those which oe not require naphtha accounting, and 
illegal blenders are kept under very strict control. Further, in view 
of the price of most solvents as compared to gasoline there is little or 
no inducement to divert them to motor-fuel blending. 


PROPOSED REMEDY 


The technical wording of the proposed statutory amendment is a 
part of the written testimony filed with your committee, and consists 
essentially of elimination of the word “naphtha” from the present 
wording of the paragraph. The balance of the written testimony pre- 
sents sample forms showing part of the initial work required upon sale 
of naphthas and solvents 

Thank you, gentlemen. 

The Cuatrman. Thank you. Any questions? 

Mr. Espernarrer. Have you ever taken this up with the Treasury? 

Mr. Harris. Yes; and they point out that the word “naphtha” is in 
the statute taxing gasoline. 
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Mr. Esernarrer. Do you think they would have any objection to 
the recommendation you make ? 

Mr. Harris. They are sponsoring H. R, 5989 to take that word out 
of the statute. 

Mr. Evernarrer. Thank you. 

The Cuarrman. Thank you very much. 

Mr. Harris. Thank you, gentlemen. 

(The proposed amendment referred to by Mr. Harris is as follows :) 


PROPOSED REMEDY 


The amendment of section 8412 (C) (2) to read as follows would accomplish 
the desired result of removing this large group of petroleum solvents from the 
burdens now placed on it, and revenue would actually increase through the 
savings effected 

“(1) The term “producer” includes a refiner, compounder, or blender, and a 
dealer selling gasoline exclusively to producers of gasoline, as well as a 
producer. 

“(2) The term “gasoline” means (A) all products commonly or commercially 
known or sold as gasoline (including casinghead and natural gasoline), regardless 
of their classifications or uses; and (B) any other liquid of a kind prepared, 
advertised, offered for sale or sold for use as, or used as, a fuel for the propulsion 
of motor vehicles, motorboats, or airplanes; except that it does not include 
any of the foregoing (other than products commonly or commercially known or 
sold as gasoline) sold for use otherwise than as a fuel for the propulsion of 
motor vehicles, motorboats, or airplanes, and otherwise than in the manufacture 
or production of such fuel, and does not include kerosene, gas oil, fuel oil, or 
commercial solvents, industrial naphthas, and industrial distillates not prepared, 
advertised, offered for sale or sold for use as or used as a fuel in internal com- 
bustion engines, motorboats or airplanes.” 


DEPARTMENT OF TAXATION, 
Columbus, Ohio, July 16, 1952. 
AMERICAN MINERAL SPIRITS CoO., 
Chicago 1, Il. 
(Attention: W. M. Harris.) 

GENTLEMEN: When the Ohio motor fuel tax law was amended to impose 
the tax upon all products other than gasoline, only when such products were 
used or sold for use upon the highways it was the opinion of the legislature, 
as well as many in the Tax Department, that both the State and dealers in 
naphtha and similar products would benefit. Our experience, in the meantime, 
about which you inquire has fully justified that opinion. 

Except for a short period during gasoline rationing, naphtha and commercial 
solvents have given us no concern. Modern motors are not made to burn low 
gravity, low octane fuel, even in a weak mixture. Not a case of blending 
of naphtha or its use otherwise as a motor fuel has come to our attention since 
the rationing period. 

Placing naphtha and commercial solvents in a different category from gasoline 
has eliminated many administrative problems, has lessened the work and 
expense of our refund section and, undoubtedly, has relieved dealers and non- 
highway users of time and expense in making reports. 

Very truly yours, 
Motor Furi Tax DIVISION, 
K. K. DouGias, Chief of Division. 


MICHIGAN DEPARTMENT OF STATE, 
Lansing, Mich., May 1, 1953. 
Mr. W. M. Harris, 
American Mineral Spirits Co., Chicago, IIl. 

DEAR Mr. Harris: In view of your known interest in remedial legislation as it 
applies to the definition of gasoline, and in view of the material benefits that have 
been forwarded to this Division by your office, we feel that you are interested 
in the final results that have been forthcoming from our Michigan Legislature in 
connection herewith, and accordingly we enclose a copy of the act which accom- 





1678 GENERAL REVENUE REVISION 


plishes that particular purpose. Subject bill was approved by the Governor 
under date of May 3, and will become effective 90 days after the adjournment of 
our legislature. Prior to the effective date thereof, it is anticipated that suffi- 
cient information will be forwarded from this office to all persons interested, 
which will acquaint them with the department requirements and procedures that 
will be followed from the effective date thereof. 
May I again take the opportunity to thank you for the materials that aided in 
the final determination by legislature that brought about this particular change. 
Should this office be in a position to render any further service to you, please 
advise. 
Yours very truly, 
OWEN J. CLEARY, 
Secretary of State. 
(Signed) Grorce M. Harlow, 
Acting Director, Motor Fuel Tag Division. 


STATE OF CONNECTICUT, 
DEPARTMENT OF Moror VEHICLES, 
Hartford, Conn., June 30, 1953. 
\ MERICAN MINERAL SPIRITs Co., 
Chicago 1, Il. 
(Attention: Mr. W. M. Harris.) 

FENTLEMEN : Your inquiry of June 24, regarding the past year’s experience in 
exempting industrial napthas and solvents from the imposition of State fuel 
taxes has, in the main, worked out favorably. We would say that it has elimi- 
nated many requests for refunds normally processed under the prior method of 
taxing such fuels when an industrial permit was not held by the purchaser. 

We do exercise review of the sales in our audit review of distributor’s records 
and there is no question that the industry itself has been materially aided since 


these products were placed on the free list when not being sold or offered for sale 
as a motor fuel. 


Very truly yours, 
By CHartes F, KELLey, 
Commissioner of Motor Vehicles. 
F. F. Woopcock, 
Director, Division of Administration. 


THE COMMONWEALTH OF MASSACHUSETTS, 
DEPARTMENT OF CORPORATIONS AND TAXATION, 
Boston, Mass., July 21, 1952. 
AMERICAN MINERAL Spirits Co., 
Chicago 1, Ill.: 

This will acknowledge receipt of your letter concerning the exemption of 
industrial naphthas and solvents from the motor fuel tax. 

It is impossible to give you the exact information you desire in that the same 
personnel is required in administering the motor fuel tax as was necessary 
when the tax was levied on the products named above. However, a substan- 
tial saving is made in that the 1 percent distributor’s allowance granted to 
Massachusetts licensees is not included in the gallonage now tax free as a 
result of the exemption of solvents and naphthas. 

Undoubtedly, Massachusetts’ distributors of these products benefit in that 
tax losses resulting from bad debts and delay in payments are eliminated. 

A general audit is made of all licensees annually and much time is saved in 
eliminating such transactions from the taxable category. Therefore, some 
benefit is derived in this manner. 

Very truly yours, 
(Signed) —, 
Commissioner of Corporations and Tazation, 
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STATE OF NEw JERSEY, 
DEPARTMENT OF THE TREASURY, 
April 23, 1952. 
AMERICAN MINERAL Spirits Co., 
230 North Michigan Avenue, 
Chicago 1, Ill. 
(Attention: Mr. W. M. Harris.) 

GENTLEMEN: I am pleased to acknowledge receipt of your letter of April 15, 
1952, in which you require regarding the new procedure of not requiring the 
reporting of industrial naphthas and solvents. 

As far as this Bureau is concerned there has been no reduction in admin- 
istrative work or expense. Instead of requiring reports by distributors and 
special permit holders, we are utilizing the members of our field force to make 
field checks of those persons dealing in such products. The small reduction 
in office checks from the reports has been more than offset by a rather large 
increase in our fieldwork. 

Distributors and users possibly save some time in not including these items 
on their monthly reports and, therefore, it may be said that there is some 
reduction in the amount of work required of them. However, they still have 
to maintain the same records for the use of our field representatives. 

Generally, it is believed that distributors and users like the change. Such 
being the case, it is our intention to carry on with the new procedure even 
though in the overall picture there is more work required on the part of this 
Bureau. 

Very truly yours, 
ARMAND J. SALMON, Jr., 
State Supervisor. 


PRODUCER’s EXEMPTION CERTIFICATE, FEDERAL GASOLINE Tax—ForM A 


(For use by purchaser, holding valid producer’s registry certificate issued by 
Federal Government, to exempt from payment the Federal gasoline tax on 
purchases of petroleum products taxable under sec. 3412 of the Internal Rev- 
enue Code) 


Issued to: 

The undersigned hereby certifies that (1) he is a producer of Gasoline (2) he 
has filed a bond which has been accepted by the Collector of Internal Revenue 
at Chicago, Illinois, (3) he holds Certificate of Registry No. 832, issued by such 
Collector of Internal Revenue. 

It is understood that the undersigned is liable for tax as a producer of Gaso- 
line with respect to all Gasoline as defined by law, sold or used by him, unless 
specifically exempted by law. It is also understood that fraudulent use of this 
certificate to secure exemption will subject the undersigned and all guilty parties 
to the cancellation of Certificate of Registry and to a fine of not more than 
$10,000.00, or to imprisonment for not more than five years, or both, together 
with costs of prosecution, 

This covers purchases during the period from 
OP ential 

AMERICAN MINERAL Sprrits COMPANY, 
230 North Michigan Avenue, 
Ohicago 1, Illinois. 
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Please fill out completely and return to 


(Proper completion of this form will exempt you from payment of Federal Gas- 
oline Tax otherwise applicable) 


MANUFACTURER'S EXEMPTION CERTIFICATE FEDERAL Excise Tax—ForM C 


(For use by purchaser, holding valid Federal Registry Certificate, to exempt 
from payment the federal gasoline tax on purchases for further manufacture 
taxable under Section 2442 (1) of the Internal Revenue Code) 


The undersigned hereby certifies that (1) he is a manufacturer or producer 
of articles taxable under Chapter 29, Subchapter A, of Internal Revenue Code, 
as amended, (2) he holds Certificate of Registry, No. _..__-_-__, issued by the Col- 
lector of Internal Revenue at : , and (3) the article or articles 
purchased hereunder will be used by him as material in the manufacture or pro- 
duction of, or as a component part of, an article or articles enumerated in such 
Subchapter A, to be manufactured or produced by him. 

It is understood that for all the purposes of such Subchapter A the undersigned 
will be considered the manufacturer or producer of the articles purchased here- 
under, and (except as specifically provided by law) must pay tax on resale or 
use, otherwise than as specified above, of the articles purchased hereunder. It 
is further understood that the fraudulent use of this certificate to secure 
exemption will subject the undersigned and all guilty parties to revocation of the 
privilege of purchasing tax free and to a fine of not more than $10,000.00, or to 
imprisonment for not more than five years, or both, together with costs of 
prosecution. 


This covers shipments for the month of: 
‘ it : , 
or the following shipment: (Name of Company) 


Date ; ane 
Number (Address ) 


Car - 
. a Tuy ha » . os . 7 — mt 
Order Number . (Sign in ink) Title 
Invoice Number 19 


Gallons (Date) 
Please fill out completely and return to American Mineral Spirits Co., 230 North 
Michigan Avenue, Chicago 1, Illinois 


(Proper completion of this Form will exempt you from payment of Federal 
Gasoline Tax otherwise applicable) 


EXEMPTION CERTIFICAT REGISTERED DEALER FOR RESALE FEDERAL GASOLINE 
Tax—-Form D 


(Purchases by registered dealer for resale for further manufacture under 
section 3442 (2) of the Internal Revenue Code) 


The undersigned hereby certifies that he is engaged in the business of selling 
direct to manufacturers or producers of articles taxable under Chapter 29, Sub- 
chapter A, of the Internal Revenue Code, as amended, and holds Certificate of 
Registry No. , issued by the Collector of Internal Revenue at . 

and that the article or articles specified below will be resold by 
him only for use by his vendee as material in the manufacture or production of, 
or as a component part of, an article or articles enumerated in such Subchapter A. 

It is understood that the fraudulent use of this certificate to secure exemption 
will subject the undersigned and all guilty parties to revocation of the privilege 
of purchasing tax free and to a fine of not more than $10,000, or to imprisonment 
for not more than five years, or both, together with costs of prosecution. 

It is agreed by the vendor and vendee that proofs of resale as required by 
Section 314.22 (3) of Regulations 44, 1944 Edition will be furnished by the 
vendor within two months or the undersigned will pay the Federal Excise Tax, 
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including interest, to said vendor on that portion of the Article or Articles for 
which proofs of resale have not been furnished. 


This covers purchases during the month ~-------~~-----~-~- 
of: (Name of Company) 

or the following purchase: . ----- 

Date, val at wei ~ (Address) 

Car Number iinet 
Order Number eaiande i Title 


Invoice Number_-_- j - - ere a pian aaa 
Product Purchased__ j ‘ (Date) 


Oi sida. tttinieebiin okie 


Please fill out completely and return to American Mineral Spirits Co., 230 No. 
Michigan Avenue, Chicago, Illinois 


(Proper completion of this form will exempt you from payment of Federal 
Gasoline Tax otherwise applicable) 


FEDERAL EXCISE TAx EXEMPTION CERTIFICATE—F'ORM F 


(For use by Purchasers for exemption from tax on Benzol, Benzene, Naphtha, or 
other taxable liquid, except Gasoline, when used by such Purchaser for purposes 
other than as a fuel for the propulsion of motor vehicles, motorboats, or air- 
planes, and otherwise than in the manufacture or production of such fuel, 
prescribed under section 3412 of the Internal Revenue Code) 

The undersigned Purchaser hereby certifies that he is a__- 


(State business and article or articles manufactured.) 
that the on : an ADB nena o Solvent Other 
(Check whether Benzol, Benzene, Naphtha or other taxable liquid other than Gasoline.) 
in the order or orders covered by this certificate will not be used as a fuel for 
the propulsion of motor vehicles, motorboats, or airplanes, and will not be used 
in the manufacture or production of such fuel, but will be used by Purchaser 


for the following purposes (check or state actual use) : 


Manufacture: 
Adhesives 
Brake Linings 
Core Oils 
Cleaning Wax 
Footwear 
Disinfectants 
Insecticides 
Leather Dressings 
Lighter Fluids 
Rubber Products 
Paints, Lacquers 
Varnishes 
Processing: 
Asphalt Products 
Rubber 
Tanning Leather 
Textile Finishing 
Waterproofing 
Thinner: 
Lacquers 
Paints 


Other Use 


Thinner—Continued 
Stains 
Varnishes 
Inks 

Cleaning: 

Clothes 
Rugs 
Machinery 
Tools 
Parts 
Floors 

Solvent: 

Oil Extraction 
Naval Stores 
Garbage Reduction 
Inks 

Fuel: 

Blow Torches 
Lamps 

Stationary Engines 
Stoves 

Lawn Mowers 


(State Use Specifically) 
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The undersigned understands that if this product(s) is used, sold, or otherwise 
disposed of except as above stated, he will be liable for the tax upon such use, 
sale, or other disposition of such product. It is understood that the fraudulent 
use of this certificate to secure exemption will subject the undersigned and all 
guilty parties to a fine of not more than $10,000.00, or to imprisonment for not 
more than five years, or both, together with costs of prosecution. The under- 
signed also understands that he must be prepared to establish by competent 
evidence that the product was actually used for the purpose or purposes for 
which purchased as stated in this certificate. 

It is agreed by the undersigned that he will reimburse the manufacturer, 
American Mineral Spirits Company, for any tax which said manufacturer may 
be required to pay to the Federal Government by reason of the diversion by 
Purchaser of the products covered by this certificate to a taxable use or by 
reason of the furnishing of an inadequate exemption certificate. 


This covers shipments for the month 
of: 
iin ani 19 
or shipments under the following order: B 


----- Gr ar Coa amen y 


(Address ) 


Date of Order : . : (Sign in ink) 
Order Number: 

Invoice Numbers: es 

CONS 3 se Reni 


Please fill out completely and return to American Mineral Spirits Company, 
230 North Michigan Avenue, Chicago 1, Illinois 


FEDERAL EXEMPTION CERTIFICATE 


(For use by States, or Political Subdivisions thereof) 


j (Date) ne 
The undersigned hereby certifies that he is the..._______-- hapteebstenaabdoas 
(Title of) 
Se ee 


( Officer) (State or political subdivision) 
and that he is authorized to execute this certificate, and that the article or 
articles specified below are purchased from eee: - Sek cid eS i cons 

(Name of Company) 
for the exclusive use of = 
(Governmental Unit) 
of 


It is understood that the exemption from tax in the case of sales of articles 
under this exemption certificate to the States, etc., is limited to the sale of 
articles purchased for their exclusive use, and it is agreed that if articles pur- 
chased tax-free under this exemption certificate are used otherwise or are sold 
to employees or others, such fact must be reported to, and the tax thereon paid 
to, the manufacturer of the article or articles covered by this certificate. It is 
also understood that the fraudulent use of this certificate to secure exemption 
will subject the undersigned and all guilty parties to a fine of not more than 
$10,000.00, or to imprisonment for not more than five years, or both, together 
with costs of prosecution. 


This covers shipments for the month of: 


or the following shipment: 

Date 

Car 

Order Number (Title of Officer) 
Invoice Number 

Gallons 
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Please fill out completely and return to American Mineral Spirits Company, 
230 North Michigan Avenue, Chicago 1, Illinois 


(Proper completion of this form will exempt you from payment of Federal 
Gasoline Tax otherwise applicable) 


FEDERAL Excise TAx EXEMPTION CERTIFICATE—TEMPORARY—FoRM J 


(Purchases for Export or for Resale for Export—Section 2705 of the 
Internal Revenue Code) 


Seti : hereby certifies that he is the 
(Name of Individual) 
specced of the 
(Name of Vendee) 
or is himself the Vendee of the articles specified below, in the accompanying 
order or on the reverse side hereof; that such articles are purchased to fill 
existing or future orders for delivery to 
(foreign destination or possession of the United States) 
an ctiniantitialited or for resale to another person engaged in the business 
of exporting who will export the articles; that the articles will be transported 
toi cea ‘ or shipped to a possession of the United States in due 
(foreign destination ) 
course prior to use or further manufacture and prior to any resale exceyt for 
export or shipment to a possession of the United States 
It is agreed by the Vendor and Vendee that Proof of Actval Export as required 
by Sections 314.25, 314.26 and 314.27 of Regulations 44 revised will be furnished 
by the Vendee within six (6) months or the undersigned will pay the Federal 
Excise Tax, including interest, to said Vendor on that portion of the articles 
for which Proof of Actual Export has not been furnished. 


This covers the following shipment: 
Date: > —_ ‘ . ielesiticietaiatiatn 
Car Number (Name) 
Order Number-_----- --- <9 ------------- 
Invoice Number--- (Address) 
Gallons... 


(Sign in ink) 


Please fill out completely and return to American Mineral Spirits Company 
230 North Michigan Avenue, Chicago 1, Illinois 


(Proper completion of this form will exempt you from payment of Federal 
Gasoline Tax otherwise applicable) 


PROOF OF EXPORT—FORM K 


(Section 2705 of the Internal Revenue Code and Section 314.25, 314.26 and 314.27 
of Regulations 44) 


, hereby certifies that he is the 


of the Rocce oodles ella 
(Title) 

the Vendee, or he himself is the Vendee, and purchased from American Mineral 
Spirits Company the articles specified below, or on the reverse side hereof, tax 
free under an exemption certificate for export or for resale for export; that 
said articles (exceptions, if any, noted below) were in fact exported in due 
course prior to use, further manufacture, or resale in the United States except for 
export; that copy of the export bill of lading (or other evidence of export con 
sisting of covering the exportation thereof is available 
for inspection by Government Officers at the office of _..---__.---__--_--__--- 
at (Street No.) in the City of 


This covers the following shipment: 
Date: 


Order Number 

Destination_-_-_- 

Invoice Number 

Gallons wee ‘ s ie ee: = =| 
(Date) 


87746—53- 
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Form L 


Please fill out completely and return to American Mineral Spirits Company, 
230 North Michigan Avenue, Chicago, Illinois 


EXEMPTION CBRTIFICATE 


(For use by purchasers of articles for use as fuel supplies, ships’ stores, sea 
stores, or legitimate equipment on certain vessels. Section 3451 of the In- 
ternal Revenue Code) 

oe 104. 


The undersigned purchaser hereby certifies that he is_-_ ajo ict ciliata baa accede 
(owner, officer, 
Ui ati eddie eel ee atte aes OF tous a Chea phlibhin sel sna) ORO 
charterer, or an authorized agent) (name of company and vessel) 
that the article or articles specified in the accompanying order, or as specified 
below or on the reverse side hereof, will be used only for fuel supplies, ships’ 
stores, sea stores or legitimate equipment on a vessel belonging to one of the 
following classes enumerated in Section 3451 of the Internal Revenue Code: 


(Check Class To Which Vessel Belongs) 


(1) Vessels engaged in foreign trade, 
(2) Vessels engaged in trade between the Atlantic and Pacific ports of 
the United States, 
(3) Vessels engaged in trade between the United States and any of its 
possessions, 
(4) Vessels employed in the fisheries or whaling business, 
(5) Vessels of war of the United States or a foreign nation. 
If the articles are purchased for use on Civil aircraft engaged in trade as speci- 
fied in (1) or (3) above, state the name of the country in which the aircraft is 


registered : . a tabaci einai al aia 


The undersigned understands that if the article is used for any purpose other 
than as stated in this certificate, or is resold or otherwise disposed of he must 
report such fact to the manufacturer. It is understood that this certificate may 
not be used in purchasing articles tax free for use as fuel supplies, etc., for 
any pleasure vessel, or for any type of aircraft, except (a) Civil aircraft em- 
ployed in foreign trade or trade between the United States and any of its pus 
sessions and otherwise entitled to exemption, and (b) aircraft owned by the 
United States or any foreign country and constituting a part of the armed forces 
thereof. It is also understood that the fraudulent use of this certificate to se- 
cure exemption will subject the undersigned and all guilty parties to a penalty 
equivalent to the amount of tax due on the sale of the article and upon convic- 
tion to a fine of not more than five years, or both, together with costs of prosecu- 
tion. The undersigned also understands that he must be prepared to establish 
by satisfactory evidence the purpose for which the article was used. 

It is agreed by the vendor and vendee that if the articles purchased tax free 
under this exemption certificate are used or disposed of otherwise than as here- 
in specified, the vendee shall pay the tax, including interest, on such articles 
to the manufacturer or will reimburse the manufacturer for any tax, includ- 
ing interest, assessed by the Federal Government. 


This covers shipments for the month of: 

(Name of Purchaser) ~~ ~~ 
or the following shipment: EW a asese ie ee aoe 
Date ae ween (Signature of Officer or Agent) 
Car Number__-_-- cs . _—. -- —---- 
Order Number (Address of Purchaser) 
Invoice Number 
Gallons 
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STATEMENT OF ULTIMATE VENDOR FOR REFUND OF FEDERAL Tax—-FORM M 
_., certifies that he is the 


of the 

(Name and address of firm or company 
or he is himself the Ultimate Vendor of the articles specified below, on the re 
verse side hereof, or itemized on the attached statement, and that such articles 
were purchased by him tax paid and resold for use by his vendee for the non 
taxable purposes indicated below, and not for resale 


Purchase data 


Date 


Physical inventory balance from pre- 


stat en 


bsequenitly purchased tax paid from 


A.M. 5. Co 


listed 


ess, shortages and tax-collected resales 
do not list an overage 


*hysical inventory carried to next 


itement (not to exceed book invei 


tory 


lotal gallons resoid 


lax rate 


lax claimed 
list on reverse side and forward tota 


That he has obtained and has in his possession, all of the exemption certificates, 
properly executed, required by the law and regulations, to cover the sale of the 
articles specified herein. That such exemption certificates aud supporting data 
are retained by him, will be preserved for a period of FOUR YEARS, and will 
upon request be forwarded to the manufacturer any time within the period for 
use in establishing to the satisfaction of Internal Revenue Officers that a refund 
or credit is justly due. 

hat he hereby consents to the allowance of a credit or refund to AMERICAN 
MINERAL SPIRITS COMPANY the Manufacturer, in the amount of the tax 
paid by such manufacturer with respect to the sale of such articles and he has 
not heretofore given his consent to the allowance of a credit or refund to any 
other manufacturer and has not made application for a refund or a credit of 
such Federal Tax from any other source. 
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The undersigned understands that the fraudulent use of this affidavit to secure 
credit or refund will subject him and all guilty parties to a fine of not more than 
$10,000 or to imprisonment of not more than ten years or both, under Sec. 35 
of the Criminal Code of the United States, as amended by Act of Congress 
approved April 4, 1938, 52 Stat., 197. 

It is agreed by the undersigned, and the manufacturer named herein, that if 
any credit or refund of the tax is allowed or made to the undersigned by the 
manufacturer, the undersigned will reimburse the manufacturer for the tax, 
including interest assessed, in event the claim for credit or refund is disallowed 
by the Federal Government. 

(Name) 


(Address ) ; 
(Street) 
Ce a sai 

(Sign in Ink) 
aia 


Form P 

The undersigned, being the ultimate vendor, hereby consents to the allowance 
of a credit or refund to the AMERICAN MINERAL SPIRITS COMPANY, in 
the amount of the tax paid by such manufacturer with respect to the sale of the 
articles shown on this exemption certificate or affidavit. The undersigned has 
not heretofore given his consent to the allowance of a credit or refund to any 
other manufacturer and has not made application for a refund or credit of such 
Federal Tax from any other source on account of such sales. 

It is agreed by the undersigned and the manufacturer named herein, that if 
any credit or refund of the tax is allowed or made to the undersigned by the 
manufacturer, the undersigned will reimburse the manufacturer for the tax, 
including interest, assessed in the event that the claim for credit or refund is 
disallowed by the Federal Government. 

The articles were purchased on the orders or invoices as listed below: 


Quantity on which 
| tax to be refunded 
| or credited 


Purchaser’s 


Seller’s date 1voice numb 
eller’s date Invoice ©" | order number 


I vidual) from whom Ultimate Vendor purchased the products described in the ac- 
nption Certificate or Affidavit of Consumer and who is to make refund to Ultimate Vendor 


(Name of Ult. Vendor) 
By- 
Address 


Fill out completely and mail to: American Mineral Spirits Co., 280 No. Michigan 
Avenue, Chicago, Ill. 


FEDERAL Excise (GASOLINE) Tax—FormM “Q” 


Endorsement of Intermediate Dealer to: (check) 


O Statement of Ultimate Vendor, Form M. 
O Endorsement Form P. 

O Exemption Certificate, Form F. 

O Consumer’s Affidavit, Form R, 

O Exemption Certificate, Other (Specify) 


The undersigned, , certifies that he is the 


of the 


(Name and address of firm or company) 
and that the articles covered by the attached documents specified above were 


purchased tax paid and resold tax paid in accordance with the information 
given below and on the documents attached hereto. 
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Purchase data 


Date Invoice No Product 


| 
| 
| 


Physical Inventory Balance from | 
Previous Endorsement Form ‘Q”’ | 

Subsequently Purchased Tax Paid | 
From A. M.S. Co 


sles and inventory, total 

Less, resold as per attached docu- 
ments... 

Book inventory 9 

Less shortages (do not list an 
overage 

Physical inventory carried to next 
endorsement form ‘‘Q”’ (not to 
exceed book inventory) 


That he hereby consents to the allowance of a credit or refund to American 
Mineral Spirits Co., the Manufacturer, in the amount of the tax paid by such 
manufacturer with respect to the sale of such articles and he has not heretofore 
given his consent to the allowance of a credit or refund to any other manufac- 
turer and has not made application for a refund or a credit of such Federal tax 
from any other source. 

The undersigned understands that the fraudulent use of this endorsement to 
secure credit or refund will subject him and all guilty parties to a fine of not 
more than $10,000 or to imprisonment of not more than 10 years or both, under 
section 35 of the Criminal Code of the United States, as amended by act of 
Congress approved April 4, 1938, 52 Stat. 197. 

It is agreed by the undersigned, and the manufacturer named herein, that if 
any credit or refund of the tax is allowed or made to the undersigned by the 
manufacturer, the undersigned will reimburse the manufacturer for the tax, 
including interest assessed, in event the claim for credit or refund is disallowed 
by the Federal Government. 


(City) 
OT 8 id sid tcrencccomntiSa leas BS es nh 
(Sign in ink 


CONS FR ccientttngs 


Affidavit of ultimate consumer for refund of Federal tar given in lieu of eremp- 
tion certificate under regulations 44, section 314.64 


, being duly sworn, deposes and says that he is the 
ssevimnagnuntngueseibicencias Ga Ga Tcadee 
(Title) (Name and 

eh east or he is himself the ULTIMATE 

(State business and article or articles manufactured) 
CONSUMER of the articles specified below, on the reverse side hereof, or item. 
ized on the attached statement, and that such articles were purchased by him 
tax paid and used for the non-taxable purpose indicated below, and not for 

resale. 

Purchased on 


Date of | User’s _ ' Purpose 
use | reference rd or use 


— — - — Product 
Date Inv. No 


If more space is neede 
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That the material listed herein was not used as a fuel for the propulsion of 
Motor Vehicles, Motor Boats, or Airplanes, and was not used in the manufac- 
ture or production of such fuel but was used for the purpose shown above. 

That the company which he represents has not heretofore given his consent 
to the allowance of a credit or refund to any other person, company, or associa 
tion and has not made application for a refund or credit of such Federal Tax 
from any other source, nor has he executed any other Affidavit of Use con- 
eerning such product. 

The undersigned understands that if the naphtha or other material listed 
herein was used, sold or otherwise disposed of except as herein stated he is liable 
for the tax upon such use, sale, or other disposition of such product. 

The undersigned understands that the fraudulent use of this Affidavit to se 
cure credit or refund will subject him and all guilty parties to a fine of not more 
than $10,000.00 or to imprisonment of not more than ten years or both, under 
Sec. 35 of the Criminal Code of the United States, as amended by Act of Con- 
gress approved April 4, 1938, 52 Stat. 197. 

It is agreed by the undersigned, and any interested party, that if any credit 
or refund of the tax is allowed or made to the undersigned by reason of the 
execution of this Affidavit then the undersigned will reimburse any interested 
party for the tax, including interest assessed, in event the claim for credit or 
fund is disallowed by the Federal Government upon audit of an interested 
party's books. 


re 


(SEAL) (Name) pi Oa Ca 
Subscribed and sworn to before me (Sign in ink) 
this day of 2 C _ (Address) 

(City) 


Witness 
Witness 


(When tax claim is $10 or less this affidavit may be signed by two witnesses 
instead of Notary Public.) 


STATEMENT SHOWING SALES IN SMALL QUANTITIES BY ULTIMATE VENDOR—I*oRM S 


, certifies that he is the 
( Title 
, or is himself the ULTIMATE VENDOR of the articles 
(Name of Compat 

specified below, on the reverse side hereof, or itemized on the attached statement 
and that said articles were purchased by him tax paid as shown below, or on the 
reverse side hereof and have been repackaged and sold in small containers of 
gallons or less in the case of lubricating oil and -__- gallons or less in the case of 
benzol, benzene, naphtha, and similar products for use or resale for nontaxable 
purposes, or have already been sold in consumers’ containers for nontaxable pur 
poses in the small quantities as specified above, without securing exemption cer 
tificates; that the sales slips, copies of invoices, records of quantities put up in 
packages, and other data to show sales in small quantities will be preserved for 
a period of four years for examination by Internal Revenue Agents, if desired ; 
that he hereby consents to the allowance of a credit or refund to American 
Mineral Spirits Company, in the amount of the tax paid by such manufacturer 
with respect to the sale of such articles, and that he has not heretofore given 
his consent to the allowance of a credit or refund to any other manufacturer 
and has not made application for a refund or a credit of such Federal tax from 
other source. 

The undersigned understands that the fraudulent use of this Statement to 
secure credit or refund will subject him and all guilty parties to a fine of not 
more than $10,000, or to imprisonment for not more than 10 years, or both, under 
Section 35 of the Criminal Code of the United States, as amended by an Act of 
Congress, approved April 41,1938, 52 Stat., 197. 

It is agreed by the undersigned and the manufacturer named herein, that if 
the articles purchased tax-free under this exemption certificate are used or dis- 
posed of otherwise than as herein specified, the undersigned shall pay the tax, 
including interest, on such articles to the manufacturer or will reimburse the 
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manufacturer for any tax, including interest, assessed by the Federal Govern 
ment. 


(Name of Ultimate 


Date signed: ‘ 
(Sign in ink) 


Address : 
(Street) 


Record of quantities packaged or resold 


Where pkgd Purpose or Pas chabnedl K nd of record 


or sold use ind where kept 


’ 


Purchase of articles covered above 


Inv. No Purchaser’s order No Article 


(Use reverse side for further details) 
STATEMENT SUPPORTING TAx ADDED PURCHASES 


State of 
County of 
of the 


(Name of Officer) (Title of Officer) (Name of 
_... hereby certifies that kederal Tax, at the rate of 


Vendor Company ) 
cents per gallon on -_-- eg See ; 7 sold tax 


(Gallons) 
Boao On sv. ene ; on our invoice . , to the 
, were paid by us 


(Company ) (Address) 


dindinkatnatcices CRN dnc sl : ad ‘ Ms » at 
(Vendor Company) 


(Date of Payment) 


(Point of Delivery) 
(Name) . : 
(Registered Producer 

(Address) ; 

(Street) (City) 
Beit cas ents 

(Sign in ink) (Title) 

Date eaied ‘ , 195 


Form 537 


P 
STATEMENT OF REGISTERED PRODUCER OF GASOLINE 


State of_ ; } 
County of__ 
_., certifies that he is the 
(Title) 

of the — a ee tee hes de | ee, ee Se 

(Name of Registered Producer) (Address) 
That the — J _....-..., & manufacturer of gasoline who is 

(Registered Producer) 
registered and bonded as such with the Collector of Internal Revenue at 

, and holds Certificate of Registry No 

issued by said collector, — einai rtossbteiadnercy sold 
gallons of gasoline tax paid to the ~__- sh 
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in the quantities and on the dates stated 


Point of delivery Gallons 








, paid the tax of per gallon 
(Registered Producer) 
on said gasoline to the Collector of Internal Revenue at = 
at the time of filing its return on Form 726 for the months de sign: ute d he: re reunder : 


iB cccesielindibiad Sawin: tisleaiadadenDhaialadtieane: | Ee | | S aeeicneeih sicaeaida ccc 
AAD nanan piiciniemaianiatamaicinaihe 195. es 


CRM Y acct stains 


(Address) 
(Street) 
DO Sis erred Se 
(Sign in ink) 


The Cratrman. The next witness is Mr. M. G. Paul, Jr., chair- 
man of the tax policy committee of the National Association of Man- 
ufacturers. We are glad to have you here, Mr. Paul. Do you have 
associates with you? 


STATEMENT OF MAURICE G. PAUL, JR., VICE CHAIRMAN, TAXA- 
TION COMMITTEE, NATIONAL ASSOCIATION OF MANUFACTUR- 
ERS, ACCOMPANIED BY JOHN C. DAVIDSON, DIRECTOR, GOVERN- 
MENT FINANCE DEPARTMENT, NATIONAL ASSOCIATION OF 
MANUFACTURERS, NEW YORK CITY; AND F. CLEVELAND 
HEDRICK, JR., SPECIAL COUNSEL, SUBCOMMITTEE ON EXCISE 
TAX ADMINISTRATION, NATIONAL ASSOCIATION OF MANUFAC- 
TURERS, WASHINGTON, D. C. 


Mr. Pau. Yes. This is Mr. John C. Davidson, director of the 
government finance department of the National Association of Manu- 
facturers, New York City; and the gentleman to my left is Mr. F. 
Cleveland Hedrick, Jr., special counsel of the committee of the Na- 
tional Association of Manufacturers which I represent. 

The Cuarrman. Do you each have a statement ? 

Mr. Pau. No, just one. 

The Carman. You may proceed. 

Mr. Pavut. My name is Maurice G. Paul, Jr. I am chairman of 
the tax policy committee of the Phileo Corp. of Philadelphia, Pa. I 
appear in behalf of the National Association of Manufacturers in 
the capicity of vice chairman of its taxation committee. I wish to 
express our deep appreciation for this opportunity to testify on ad- 
ministrative aspects of manufacturers’ excise taxes. 

In his appearance before your distinguished committee on August 
3, 1953, Mr. Charles R. Sligh, Jr., president of the association, ad- 
vocated that the present selective and discriminatory Federal excises, 
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except those on alcoholic beverages and tobacco, be replaced by a 
flat-rate tax, preferably at the manufacturers’ level, on all manu- 
factured goods except food and food products. While our testimony 
today will be confined to the inadequacies of the present system of 
selective excise taxes, many of the most serious ented ement and com- 
pliance difficulties now encountered would be removed entirely or 
greatly minimized under a uniform excise-tax system. 

Congress has enacted numerous amendments to the excise-tax law 
to relieve inequities or administrative difficulties, but no overall re- 
view or basic structural changes have been made since its adoption 
in 1932. For the most part, these amendments were drawn to remedy 
specific inequities without regard to basic principles of excise-tax 
administration capable of applic ation to all manufacturers generally. 
As a consequence the example of unnecessary disorder and confusion 
in a hodgepodge Federal tax structure. 

Recognizing the need for a restatement of basic principles of sound 
excise-tax administration, whether selective or uniform, the associa- 
tion established a subcommittee on manufacturers’ excise-tax admin- 
istration comprised of experts in this field drawn from the major in- 
dustries now subject to tax. A list of the committee membership is 
attached to this statement and I ask permission that it be included 
in my remarks. 

The CuHarrMan. Without objection, it is so ordered. 

(The list referred to is as follows:) 


SUBCOMMITTEE ON Excise Tax ADMINISTRATION OF NAM ComMMITTEE ON TAXATION 


Chairman: Maurice G. Paul, chairman, tax policy committee, Phileo Corp. 

Clifford D. Boysen, assistant secretary, L. C. Smith & Corona Typewriters, Inc. 

Joseph H. Detweiler, secretary and treasurer, Argus Cameras, Inc. 

A. M. Freeman, manager, tax department, Radio Corporation of America 

W. Brooks George, assistant to president, Larus Bros. Co. 

Clifford S. Hall, tax department, Ford Motor Co. 

James W. Hamilton, tax accountant, Briggs & Stratton Corp. 

W. H. Houghton, vice president and treasurer, Bendix Aviation Corp. 

R, E. Joyce, vice president, National Distillers Products Corp. 

Krantz Keller, treasurer, Carrier Corp. 

Milton J. Klob, tax department, Sears, Roebuck & Co. 

John Maxwell, manager, tax department, Sylvania Electric Products, Ine. 

John McFarland, manager, tax department, Sun Oil Co. 

Edward W. Oed, manager, tax section, treasurer’s department, United States 
Rubber Co. 

A. H. Rumble, vice president and controller, Remington Rand, Inc. 

Louis Ruthenburg, chairman of board, Servel, Inc. 

A. R. Schucha, Westinghouse Electric Corp. 

C. E, Sonnemann, manager, taxes, royalties, and insurance division, major appli- 
ances, General Electric Co. 

Dr. Rufus 8S. Tucker, economist, General Motors Corp. 

John Wilson Woelfle, assistant to president, Blatz Brewing Co., care of Schenley 
Industries, Inc. 

F. Cleveland Hedrick, Jr., special counsel, Washington, D. C. 


Mr. Pauw. As chairman of that subcommittee I would like to sum- 
marize briefly its findings and recommendations. Again with your 
kind permission, I would like to submit at a later date a detailed brief 
for ine orporation with this statement. 

The Cuarrman. Without objection it is so ordered. 

(The material referred to above is as follows :) 
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SUPPLEMENTAL MATERIAL SUBMITTED BY MAURICE G. PAUL, JR., VICE CHAIRMAN, 
COMMITTEE ON TAXATION, NATIONAL ASSOCIATION OF MANUFACTURERS, REGARD- 
ING Topic 35, ADMINISTRATIVE AND RELATED ASPECTS OF FEDERAL MANUFACTURERS’ 
Excise TAXATION 


Originally enacted as a temporary revenue expedient in 1982, manufacturers’ 
excise taxes have become a permanent feature of the Federal tax system. In the 
fiscal year ended June 30, 1952, the selective manufacturers’ excise taxes imposed 
under chapter 29 of the Internal Revenue Code produced revenues in excess of 
$2.3 billion. 

In addition to specific taxes on tires and inner tubes, gasoline, lubricating oils 
and matches, chapter 29 imposes ad valorem taxes at widely varying rates on 
certain prescribed types of automotive vehicles, parts and accessories, radio and 
television receivers, phonographs and records, musical instruments, refrigerators, 
freezers, air conditioners, firearms, shells and cartridges, sporting goods, electric, 
gas and oil appliances, cameras, lenses and films, business machines, electric light 
bulbs, fountain and ball point pens, mechanical pencils and lighters.’ 

The present system of selective, discriminatory manufacturers’ excise taxes 
requires extremely complicated administrative provisions to avoid inequities and 
competitive inequalities beyond those inherent in such a system. Existing ad- 
ministrative provisions have proved to be inadequate, thereby creating difficult 
enforcement problems for the Government as well as burdensome and costly 
compliance problems for taxpayers. 

The association advocates the substitution of a uniform excise tax, preferably 
at the manufacturers’ level, for all present excises except those on alcoholic 
beverages and tobacco. The adoption of a uniform manufacturers’ excise tax 
would eliminate not only the discrimination, but also many of the enforcement 
and compliance problems peculiar to the present selective system of excise 
taxation. 

Existing law, regulations and administrative procedures should be modified to 
conform to these fundamental criteria: 

1. Excise tax liability should be readily ascertainable in advance of sale. 
2. Taxation should be limited to end articles of manufacture. 
3. The tax should be imposed and administered uniformly without dis- 
crimination among taxpayers. 

1, Exemption and special relief provisions should apply uniformly among 

all taxed products and industries. 
5. The law should present the least number of difficult administrative and 

compliance problems. 

6. Excise tax returns should be audited and closed within a reasonable 
period of time. 

7. Maximum publicity should be given to administrative policies and 
rulings. 

8. Appellate and refund procedures should permit the prompt, inexpensive 
determination of tax liabilities and recovery of tax erroneously overpaid. 

The administrative changes now required to meet these standards of a selective 
system would be equally desirable and effective under a uniform excise tax system 
as advocated by the association. 


I. EXCISE TAX LIABILITY SHOULD BE READILY ASCERTAINABLE IN ADVANCE OF SALE 


Unlike an income tax which is payable only in the event of a realized profit, 
a manufacturers’ excise tax is payable simply by virtue of a taxable sale or use 
of a given article. Frequently, the amount of excise tax payable is greater than 
the manufacturers’ margin of profit. In such circumstances, the failure of the 
manufacturer to collect the applicable excise tax at the time of sale to his vendee 
will result, when the manufacturer has to pay the tax later, in the forfeiture of 
his entire net profit. To prevent serious and irreparable losses to manufacturers, 
clear, comprehensive, and readily applicable rules must be provided to permit 
the determination of the excise tax liability prior to the time of sale. The law, 
regulation, and published rulings of the Internal Revenue Service? should permit 
a taxpayer to determine promptly (a@) whether or not a given article is subject 
to excise tax and, if so subject, (0) whether or not he will be deemed to be the 
“manufacturer” for purposes of collecting and reporting the tax liability. 


‘Chapter 25 imposes an ad valorem tax on firearms 
2 Formerly Bureau of Internal Revenue, hereinafter referred to as “Service.” 
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1. Tared or exempted articles should be clearly defined 

Any system of excise taxation requires that the article to be taxed or exempted 
should be defined as clearly as possible by statute in order to minimize the need 
for widespread resort to administrative rulings and interpretation with the 
attendant risk of conflict with the basic intent of the Congress. 

An illustration of the problem caused by an inadequate statutory definition is 
found in section 3404 (a), Internal Revenue Code, imposing tax on “radio re- 
ceiving sets.” While it appears that the Treasury, in proposing the tax in 1932, 
had in mind conventional broadcast-band receivers sold for entertainment pur- 
poses, this fact was not made clear in the committee reports accompanying the 
bill. 

The term “radio receiving set” is not defined in the statute, the regulations, 
nor in any published rulings of the Service. As a result, electronics manufac- 
turers, in order to correctly apply the tax, must obtain private, unpublished 
rulings from the Service covering each new type of electronic equipment devel- 
oped which is capable of receiving a radio signal. In actual practice, the Service 

nterprets the term “radio receiving set” to include not only radio sets of the 
entertainment or amusement type, but also electronic equipment of the type used 
for commercial and technical purposes. Thus, because of an inadequate statu- 
tory definition of the term “radio receiving set,’’ the Service requires the pay- 
ment of tax on electronic apparatus used by railroads, airlines, and marine 
operators contrary to what appears to have been the original intent of Congress. 

Since the tax does not apply to electronic apparatus as such, it is frequently 
necessary to segregate that portion of the equipment which is deemed to con- 
stitute a “radio receiving set” or “chassis.” To accomplish this, the manufac- 
turer is obligated to submit circuit diagrams, engineering drawings and specifi- 
cations, as well as cost breakdowns to the Service for a ruling, a process which 
is not only costly but also time consuming. Most of these difficulties could be 
avoided, both for the Service as well as taxpayers, by the adoption of a more 

recise statutory definition of the types of radio receiving apparatus which the 
Congress seeks to tax. 

The taxation of auto parts and accessories is another area where the lack 
of adequate statutory definition causes serious administrative difficulties. The 
only enumeration furnished in section 34038 (c) is that of “spark plugs, storage 
batteries, leafsprings, coils, timers, and tire chains”, which are taxable if “suit- 
able for use on or in connection with, or as component parts of” automobiles, 
trucks, tractors, or motorcycles whether or not primarily designed or adapted 
for such use. In all other cases the tax is imposed on “parts or accessories 
(other than tires and inner tubes and other than radio and television receiving 
sets)” for the same enumerated automotive vehicles. While language of this 
broad nature may be legally adequate, it is much too vague to enable thousands 
of small manufacturers to determine whether or not a specific article meets the 
standards of “suitability,” as this term may be currently interpreted by the 
Service. Despite the critical importance of the term “suitable for use’ no pub- 
lished ruling has been issued by the Service to guide taxpayers in applying it to 
a given set of facts. 

The Service construes the law to require the taxation of components of parts 
and accessories.’ Thus gears, flexible shafts, and flexible housings for speedome- 
ters and parts and accessories for engines, axles, steering gears, etc., are re- 
rarded as taxable. The administrative decision to extend the imposition of 
the tax to the subcomponent level requires difficult distinction between true 
i1utomobile parts and accessories and general commercial commodities or raw 
materials.* Thus, radiator cores, overflow pipes, filler pipes and other articles 
used in the construction of complete automobile radiators, which are of such a 
nature that they are incapable of being satisfactorily used or installed by any 
person other than a skilled radiator man or a manufacturer of radiators, are 
not finished parts, but are raw materials and are, therefore not taxable when sold 
separately.’ It is difficult to believe that the Congress would either propose or 
accept the degree of skill required to install an article as a practical test of 
taxability under any system of excise taxation. 

An excellent illustration of the enforcement and compliance difficulties caused 
by the lack of adequate statutory definitions of taxable articles is found in reve 
nue ruling 21 which is set forth in appendix A, and deals with the subject of 
taxable and nontaxable lifting jacks. 


*S. T. 659, XII-1 CB 396 
* Ibid 
®S. T. 448, III-1 CB 462 





1694 GENERAL REVENUE REVISION 


The satisfactory operation of a manufacturers’ excise tax requires that the 
articles intended to be taxed be clearly defined in the law. Vague reference to 
broad classes of items conditioned upon subjective tests of usage, suitability, 
adaptability, and the like should be avoided. The principle here enumerated 
was given recognition by the Congress when imposing additional excise taxes 
under the Revenue Act of 1941. Thus, in section 3406 (a) (1) Internal Revenue 
Code taxpayers are furnished with a precise enumeration of the types of 
sporting goods which Congress intended to tax beginning with “badminton nets; 
badminton rackets (measuring 22 inches over all or more in length) ; badminton 
racket frames (measuring 22 inches over all or more in length); badminton 
racket strings; badminton shuttlecocks; badminton standards”; and continuing 
through “tennis balls; tennis nets: tennis rackets (measuring 22 inches overall 
or more in length) ; tennis racket frames (measuring 22 inches over all or more 
in length) ; tennis racket string.” 

In this manner both the Service as well as manufacturers are left in no doubt 
as to what Congress intended to tax. There is no need to resort to administra 
tive rulings presenting fine distinctions between children’s toy models of sport- 
ing goods and taxable articles nor is there any question respecting the exempt 
nature of badminton and tennis-court marking tapes, racket presses, tennis net 
standards, and similar minor appurtenances to the game. Similar detailed 
enumerations are found in the sections imposing tax on electric, gas, and oil 
appliances (sec. 3406 (a) (3)), photographic apparatus (sec. 3406 (a) (4)), 
and business and store machines (sec. 3406 (a) (6)). 

It may be argued that a corresponding effort to enumerate all taxable motor 
parts might require the listing of several hundred different items. If this is 
true, it is equally true that the bulk of the tax revenues derived are from a 
relatively small number of major parts and accessories. Beyond question of 
doubt, the burden of compliance and enforcement with respect to the vast number 
of minor parts and parts of parts is out of all proportion to the revenues derived. 

It may also be argued that some tax loss may be sustained if the specific listing 
inadvertently omitted a significant article or failed to include a new type of 
related article introduced upon the market. 

The answer in either event is that Congress meets in annual session and the 
omission, if contrary to the intent of Congress can be readily cured. These 
objections should be regarded as trifling when weighed against the great need 
for added certainty in defining taxable articles in simple and understandable 
terms with the consequent relief of enormously complicated and burdensome 
compliance and enforcement problems. 

However, all such problems of definition are a primary characteristic of 
a selective excise-tax system and would be considerably lesseened under a uniform 
excise-tax system. 


B. Statutory definition of “manufacturer” required 


Although clearly indispensable to the proper functioning of any system of 
excise taxation, no statutory definition of the term “manufacturer” is found in 
the law. Section 316.4 of Regulations 46, CFR, 1949 edition, is hardly more 
helpful. In language unchanged since 1932, despite some 20 years of added 
administrative experience, the term “manufacturer” is simply stated to “include” : 

1. A person who produces a taxable article from scrap, salvage, or junk 
material, as well as from new or raw material 
(a) By processing, manipulating, or changing the form of an 
article, or 
(b) By combining or assembling two or more articles, 
2. A person who sells an article in a “knock-down” condition, but complete 
as to all component parts; and 
3. Under certain circumstances, as where a person manufactures or pro 
duces a taxable article for a person who furnishes material and retains title 
thereto, the person for whom the taxable article is manufactured or produced. 

No serious fault can be found with the regulations as far as they go. The 
principal criticism is that neither the law nor the regulations provide sufficient 
definitive tests by which a person may readily determine whether or not he will 
be deemed to be the statutory manufacturer of the taxable article for excise tax 
purposes. 

The problem of determing who is the “manufacturer” is particularly prevalent 
in the field of automobile parts and accessories. In many cases articles such 
as brake linings, glass, pistons, seat covers, etc., require further cutting, fitting 
or processing by the original manufacturer’s vendee. The Service has ruled, 
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for example, that the producer of a finished piston which merely has to be 
ground down to insure a perfect fit in a cylinder will be deemed to be the statu- 
tory manufacturer thereof. But where the piston is sold in such condition as 
to require further machining before it will fit a cylinder, the person who further 
machines and finishes it will be held to be the manufacturer.’ In a later ruling, 
the Service clarified its position by ruling that pistons, semifinished, will be 
axable if they have reached such a stage that they constitute articles commonly 
or commerciaily known as parts and accessories even though fitting operations 
nay be required in their installation.’ 
Auto repairmen are confronted with the Service’s administrative interpreta- 
tion that if the part or accessory is cut or produced from lengths or rolls of 
aterial for immediate use in a repair job on which he is then working, the 
epairman will not be deemed to be a manufacturer of a taxable article. But 
where the repairman makes up a quantity of parts and places the finished articles 
in stock for future use or sale, the repairman thereby becomes the “manufac- 
turer,” and his subsequent sale or use thereof is taxable.* 
In the absence of statutory guidance, the Service has been obliged to devise 
elaborate tests for distinguishing between mere “repairmen” and “rebuilders” 
n the nature of manufacturers. ‘Thus, where the repair shop operator merely 
disassembles, cleans, and reassembles unserviceable units taken in exchange from 
a car owner (including in the job any machining or replacing of parts which 
is necessary) and uses such rebuilt unit as a replacement of the next unsery 
able unit which a car owner brings to his shop, he will not be deemed a manu 
facturer and no tax liability is incurred. On the other hand, a person who is 
engaged in the business of rebuilding automobile parts to be placed in stock for 
resale is liable for the tax.’ In one cited case, however, the court held that the 
rebuilder was not the manufacturer notwithstanding that the articles surrendered 
by the customer were of a fungible nature and could not be specifically related 
o the rebuilt articles received in exchange 
he present state of the law is unsatisfactory I 
n excise tax on rebuilding operations despite the acute difficulties 
tion and enforcement and the limited revenues produced, 
dequate statutory definition to relieve the uncertainties which now pre 
Another type of situation requiring statutory clarification of the ter 
facturer”’ is found in those cases where the vendee « the 
exercises substantial control over its manufacture and sale. 
very briefly in the regulations, “Under certain circumstances 
manufactures or produces a taxable article for a person wl 
nd retains title thereto, the person for whom the taxable 
factured or produced and not the person who actually manut 
it, will be considered the manufacturer.” ™ 
Thus, where the Y company manufuctures for X company pt 
products of the X company which controls the production, specif 
gredients are to be used, X company is the manufacturer.” 
The mere fact that the producer’s entire output is 
who may fix the specifications, render assistance in 
acquiring materials and supplies for its manufact 
name the article will be sold, is not determinative. mach requir ‘ tual 
letermination of all circumstances before it ¢: ee “lt » degree 
f control exercised by the purchaser is sufficient t titute hi he “manu 
facturer”’ for excise-tax purposes 
Among the factors now taken into consideration by the Service and the courts 
are: 
Ownership of patent rights under which article is manuf 
2. Ownership of trade name under which article is sold 
3. Degree of control exercised by purchaser over productior 
article. 
Under this approach to the problem, the interested parties are unable to apply 
a definite set of tests to determine conclusively who is the manufacturer. It is 
unlikely that any factor of this nature, or combination of them, could be incor 
porated in any statutory definition of the term “manufacturer” which would 


ee : CB 431 
109 Becker-Florence Electric Co. v. U. 8. (D. C. Mo, 1938) 
11 Regulation 46 (1940), sec. 316.4 
3G. C. M. 16223, XV 1 CB 380 
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more readily permit tuxpayers to determine this question without resort to time- 
consuming requests for administrative rulings. As a more practical alternative, 
it is recommended that the statute provide that the “manufacturer” for excise 
tax purposes be deemed to be the person who performs the physical operation of 
fabrication or assembly. 

Thus, subchapter C of chapter 29 should be amended to provide for a definition 
of the term “manufacturer” along the following lines: 

‘(a) The person who physically produces a taxable article shall be deemed 
to be the manufacturer thereof without regard to 

(1) The ownership of the brand or trade name under which such article 
is sold. 

‘(2) The ownership of, or license to use, the patents, formulae, or pro 
esses under which such article is manufactured, used, or sold. 

“(b) Where an article is manufactured and/or processed by two or more 
persons, each in turn acquiring title to such article, the person last manufac 
turing or processing the article into the form or condition in which it is com 
monly advertised and/or offered for sale shall be deemed to be the manufacturer 
thereof.” 

The adoption of a statutory definition of “manufacturer” patterned along the 
lines suggested would secure these advantages: 

1. It would define “manufacturer” in the least controversial terms 
physical processing or assembly 

2. By establishing the last of two or more processors as the statutory 
manufacturer, it will tend toward competitive equality by assessing tax 
at uniform stage of production. 

With such a definition of the term “manufacturer” it would be necessary to 
authorize the Commissioner to make necessary adjustments to the manufacturer's 
sale price where his vendee or any other person furnishes without cost or at a 
reduced cost materials, services, et« 


II. TAXATION SHOULD BE LIMITED TO END ARTICLES OF MANUFACTURE 


Section 8442, Internal Revenue Code, seeks to avoid double taxation by pro 
viding for the exemption of taxable articles when sold for and used in the 
further manufacture of another end article of manufacture itself subject to tax 
For example, light bulbs, cold controls, compressors, condensers, evaporators, 
and lubricating oils used to charge the refrigerant system may be purchased 
tax-free for use in the further mannfacture of a taxable household-type refrig- 
erator or freezer. Correspondingly, it appears to have been the original intent 
of Congress that tax would apply to articles sold for and used in the further 
manufacture of an end article which itself was not subject to tax as, for example, 
receiving-type vacuum tubes used in the manufacture of a nontaxable piece 
of electronic apparatus such as a radar set, an electron microscope, or electronic 
computing machine. -Whatever may have been the original intent of Congress in 
this latter regard, it may be observed that there has been a general trend toward 
granting an exemption to taxable articles for use in the further manufacture or 
repair of nontaxable end articles. It would appear that, in broadening the 
exemption concept, Congress adopted the theory that if it did not wish to tax a 
given end article of manufacture directly, it was illogical to tax it indirectly 
by requiring the payment of tux on components used in its manufacture 

Although statutory authority for the ruling is vague, the Service has long held 
that automobile parts and accessories taxable under section 3403 (c), Internal 
Revenue Code (except spark plugs, storage batteries, leaf springs, coils, timers, 
and tire chains) may be sold tax-free for use in the manufacture of nontaxable 
articles.* The Revenue Act of 1951 gave added recognition to this same principle 
by granting exemptions to 

1. Automobile parts and accessories, with certain exceptions, used or 

resold as a repair or replacement part for nontaxable farm equipment.“ 

2. Any article sold for use by the vendee in the manufacture of communi- 
eation, detection, or navigation receivers of the type used in commercial, 
military, or marine installation if such receivers are to be sold by the vendee 
to the United States for its exclusive use.” 

3. Refrigerator components sold to manufacturers, ‘or sold to wholesalers 
or dealers for resale to manufacturers of, complete refrigerators, refrigerat- 


3S. T. 573, X-2 CB 473. 
% Sec, 3443 (a) (3) (A) (VI), I. R. C. 
1% Sec. 3404 (b), I. R. C. 
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ing or cooling apparatus, or quick-freeze units whether or not of the taxable 
type.”* 

The tax should apply only to end articles of manufacture as defined by law. 
Articles otherwise taxable if used, or sold for use, in the further manufacture 
of another end article, whether or not taxable itself, should be free of tax. This 
principle, already given broad recognition by the Congress and the Service, 
should be incorporated in the law and given uniform application among all taxed 
articles without distinction. It is recognized that only registered manufacturers 
should be entitled to the exemption and then only upon agreement to 

(1) Maintain records adequate to prove that the article was actually 

used in the further manufacture of another end article or 
(2) That the tax was paid on the taxable use or sale of the article. 
The adoption of this proposal would 

l. Avoid indirect taxation of end articles not intended to be taxed 

2. Avoid arbitrary distinction between different articies and/or industries 
3. Greatly reduce the burden of compliance and enforcement. 

A. Accessories should be tared only as defined by Congress 

Accessories for taxable end articles of manufacture should be taxed to the 
extent, if any, precisely defined by the Congress. The practice of taxing other 
wise nontaxable articles only “when sold on or in connection with” the sale of 
taxable end articles is discriminatory in its application and should be abandoned 

Chapter 29, Internal Revenue Code, now reveals a curious lack of consistency 
Thus, the law requires the payment of tax on parts or accessories therefor, sold 
on or in connection with the sale of the following articles 

Section 3403 (a)—Automobiles, trucks, trailers, etc. 

Section 3404 (a)—Itadio and television receiving sets and phonographs 

Section 3405 (a)—Refrigerators and deep-freezers. 

Section 3405 (c)—Self-contained air conditioners. 

Section 3406 (a) (1)—Sporting goods. 

Section 8406 (a) (8)—Electric, gas and oil appliances 

Section 3406 (a) (4)—Cameras and photographic apparatus 

Section 3406 (a) (6)—Business and store machines 

the contrary, no corresponding provision is made applicable to these 

Ss. 

Section 3400—Tires and inner tubes. 

Section 3404 (d)—Musical instruments 

Section 5407—Firearms, shells and cartridges 

Section 3408—Mechanical pencils, fountain and ballpoint pens, and cigar, 
cigarette and pipe lighters 

If the Congress does not wish to impose an excise tax on a given article, 
clearly, it should not permit the tax to fall upon the article simply because of the 
channels of trade through which it reaches the ultimate consumer. A Classic 
example of the type of inequity which inevitably results from this policy is found 
in the case of a camera manufacturer also manufacturing and selling a flash gun 
attachment. Flashguns, when sold separately are not subject to excise tax. If 
the camera and flash gun are sold to the manufacturer’s vendees in separate and 
unrelated transactions, the 20 percent excise tax applies only to the camera, But 
if the manufacturer, in an effort to increase his sales of flashguns, incorporates 
both articles in a single package to be merchandised as a unit, the 20 percent tay 
will apply to his total combined sales price. Since the manufacturers cannot 
charge more for the combined unit than he would charge upon the sale of the 
same articles when sold separately, he is left with 1 of 3 difficult choices: 

1. Absorb the tax differential on the sale of the packaged unit. 
2. Increase the price of the flashgun when sold separately by 20 percent 
}. Abandon the practice of selling flashguns ‘‘on or in connection with the 
sale of” the taxable camera. 

The administration of the tax, insofar as it relates to accessories, presents 
difficulties out of proportion to the revenue produced. The clause “sold on or in 
connection With the sale thereof” is sufliciently broad in its scope as to require 
the Service to look beyond the fact that the accessory may have been packed, 
shipped, sold, and invoiced separate from the principal taxable article. In such 
cases the Service may attempt to collect a tax on the accessory by demonstrating 
that over a period of time the articles were sold in matching quantities. This, 
in turn, nay produce varying results among customers of the same manufacturer 


16 Sec, 3405 (b), I. R.C 
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depending upon whether similar accessory items were purchased for resale as 
repair or replacement parts and also whether single or multiple purchase orders 
were placed. It is common practice among manufacturers and their customers 
to avoid this problem to a considerable extent by judicious purchasing pro- 
cedures. 

It may be suggested that the repeal of the clause “including parts or acces- 
sories therefor sold on or in connection with the sale thereof” may lead to wide- 
spread tax evasion among manufacturers who would sell stripped-down versions 
ol their products. ‘This is easily refutable for several reasons: 

1. There are tax-saving possibilities available now through “stripping” 
operations but the practical problems involved have kept the practice from 
being used on any widespread basis. 

2. If the “stripping” operation was of sufficient magnitude to produce 
a significant tax savings, it would ordinarily make the ultimate assembler 
of the finished article the “‘manufacturer” for excise-tax purposes. 

3. Virtually without exception, the articles subject to tax are highly in- 
tricate pieces of apparatus mass-produced under the most exacting manu- 
facturing, quality-control and final test standards. It would be both un- 
economical and impractical to sell such articles in less than their final 
manufactured form. Moreover, the tax would be imposed if the article is 
sold in a “knockdown” condition. 

4. Manufacturers are in business to sell goods, not to evade tax. The 
elimination of parts, whether or not essential to the operation or appearance 
of the article would result in an immediate loss of sales and profit. 

The present policy of taxing accessories only when sold in association with a 
taxable end article is capricious in its application, creates competitive inequities, 
and is difficult to administer. It is not required to prevent tax evasion and 
should be repealed. If Congress wishes to tax certain articles commonly sold 
as accessories it should do so only by statutory definition. 

B. Taxation of spare and replacement parts should be avoided 

The selective taxation of spare, replacement, and repair parts presents ex- 
tremely difficult administrative problems and should be avoided, in those cases 
where the burden of compliance and enforcement cannot be justified by the 
revenue produced. 

The taxation of spare, repair, and replacement parts unquestionably presents 
some of the most difficult and burdensome administrative compliance and en- 
forcement problems encountered in the whole field of selective manufacturers’ 
exise taxation. The present law is highly selective in its application, only the 
following sections imposing a tax on spare, repair, and replacement parts: 

Section 3403 (c)—Parts for automobiles, trucks, and trailers, ete. except 
that spark plugs, storage batteries, leaf springs, coils, timers, and tire 
chains are taxable “which are suitable for use, on or in connection with, or 
as component parts of” such end articles “‘whether or not primarily adapted 
for such use.” 

Section 3404 (b)—Chassis, cabinets, tubes, speakers, amplifiers, power 
supply units, antennas of the built-in type, and phonograph mechanisms 
which are “suitable for use on or in connection with, or as component 
parts of” radio and television sets, and phonographs, ‘‘whether or not pri- 
marily adapted for such use.” 

Section 3405 (b)—Cabinets, compressors, condensers, condensing units, 
evaporators, expansion units, absorbers, and controls “for, or suitable for 
use as parts of or with” household-type refrigerators and quick-freeze units. 

To the contrary, no tax is imposed upon spare, repair, or replacement parts 
for end articles taxable under these sections of the law: 

Section 3400—Tires and inner tubes. 

Section 3404 (d)—Musical instruments. 

Section 3405 (c)—Self-contained air-conditioners. 

Section 8406 (a) (1)—Sporting goods. 

Section 3406 (a) (8)—Gas, electric, and oil appliances. 

Section 38406 (a) (4)—Cameras. 

Section 3406 (a) (6)—Business and store machines. 

Section 3407—Firearms. 

Section 3408—Mechanical pencils, fountain pens, and lighters. 

It would be difficult to rationalize the difference of treatment revealed by the 
foregoing tabulation. It may be significant to observe, however, that Congress 
has not seen fit to impose a tax on spare, repair and replacement parts for most 
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of the articles made subject to tax since 1940 and which may be regarded as 
tacit acceptance of the basic policy herein recommended. 

In the case of the tax imposed by section 3404 (b) on radio parts and by section 
3405 (b) on refrigerator parts, the specific enumerations are intended to include 
those major components which, when assembled together, constitute a completed 
taxable article. There is historical support for the interpretation that, in en- 
acting these sections, it was for the basic purpose of preventing tax evasion 
rather than to produce revenue. If this was the original intent, it no longer 
serves aS an adequate reason for retaining the tax on parts. For reasons more 
fully stated elsewhere, it is both uneconomical and impractical for a manufac- 
turer to willfully “strip” an article to minimize his tax. In those cases when 
this may be done for other than tax evasion, a more adequate definition of the 
term “manufacturer” will furnish an equally effective solution of the problem if 
it is still believed to exist. 

Even if revenues were the main objective, the law in its present form is wholly 
inadequate. In the case of the tax on radio parts, for example, a recent industry 
survey shows that negligible revenues are produced with the possible exception 
of receiving-type vacuum tubes. The largest volume of radio repair and replace- 
ment part sales is represented by articles which are parts of parts and, therefore, 
not taxable. 

To a very considerable extent the same condition is true with respect to refrig- 
erator parts. Admittedly, the tax on auto parts does produce significant reve- 
nues but the bulk of these revenues are devised from a limited number of major 
replacement parts. If these articles were taxed as end articles of manufacture, 
existing administrative difficulties would be considerably relieved without a 
significant loss of revenue. 

Certain administrative difficulties are inherent in any effort to tax spare, repair, 
and replacement parts under a selective excise-tax system. Among the more im- 
portant are— 

1. Definition: A complete detailed enumeration of all taxable parts is im- 
practicable. This leads to the choice of vague tests of “suitability” or 
“adaptability” which are ambiguous and difficult to apply. 

2. Cumbersome exemption certificate procedure: Manufacturers and their 
parts suppliers are burdened with cumbersome exemption certificate pro- 
cedures in order to permit the purchase of parts tax-free for further manu- 
facture. Provisions must also be made to permit tax-free sales passing from 
the manufacturer of the part through a jobber to the manufacturer of the 
taxable end article. Difficult accounting procedures are entailed where the 
manufacturer purchases parts both for further manufacture as well as for 
resale as repair parts, particularly when the ultimate end use is not known 
at the time of purchase. 

3. Indirect taxation of nontaxable end articles: The use of a taxable re- 
placement part in the further manufacture of a nontaxable end article will 
ordinarily result in the indirect taxation of an article which Congress did 
not see fit to tax directly. To avoid this result, Congress, in certain cases 
has enacted special exemption sections such as the exemption for auto parts 
sold to repair farm equipment, for radio parts used in certain types of radio 
receivers sold to the United States and the exemption for refrigerator parts 
sold for the further manufacturer of all types of nontaxable refrigeration 
apparatus. Special-purpose exemption provisions of this type, intended to 
partially relieve a fundamentally bad tax, in turn create still additional 
compliance and enforcement problems. 

4. Taxation of rebuilt parts: To prevent discrimination against manufac- 
turers of new parts, it becomes necessary to impose and collect tax on rebuilt 
parts. Because of the small size of auto repair shops and the sometimes 
fine distinctions between nontaxable “repair” and taxable “rebuilding”, the 
operation of the law in this area is particularly unsatisfactory. To increase 
the complications, section 3403 (c) imposing tax on auto parts was amended 
by the Revenue Act of 1951 to provide that “In determining the sale price of 
a rebuilt auto part or accessory there shall be excluded from the price, in 
accordance with regulations prescribed by the Secretary, the value of a like 
part or accessory accepted in exchange.” 

The selective taxation of parts is not required to prevent tax evasion by manu- 
facturers of taxable end articles. It presents administrative, compliance and 
enforcement problems out of proportion to the revenues derived. Here again the 
87746—53—pt. 3 15 
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problem would be largely eliminated under a uniform excise tax on all manu- 
factured end products as advocated by the association. 


Ill. THE TAX MUST BE IMPOSED AND ADMINISTERED UNIFORMLY WITHOUT 
DISCRIMINATION AMONG TAXPAYERS 


The House Ways and Means Committee, in recommending in 1932 a general 
excise tax, said in its report: 

“It is of utmost importance that the tax be imposed and administered uni 
formly and without discrimination. Each member of a competitive group must 
pay upon substantially the same basis as all his competitors, even though his 
sales methods may differ. Consequently, the bill requires that every effort 
be made to ascertain the manufacturer's or producers’ price at the place of 
manufacture or production. * * * This price may be established with respect 
to any particular sale or class of sales, for example, by existing wholesale prices, 
or by a system of discounts from retail prices, or by a building up from the 
cost of production, whichever method may be the most practical. * * * 

“It is expected that the officials in charge of the administration of the tax 
will confer with representatives of each particular industry and with groups 
of taxpayers confronted with similar problems, and reach an agreement with 
them as to the methods by which the amount of their tax liability is computed. 
A principle agreed on in this manner should be applied uniformly to each mem- 
ber of the industry or group, whether or not he participated in the conference. 
Severe and justified criticism may be expected whenever one manufacturer is 
permitted to pay a lesser tax than his competitor” (H. Rept. No. 708, 72d Cong., 
Ist sess.). 1939-41 (pt. 2) Cumulative Bulletin 480. 

Except in the case of sales at reiail, on consignment, or at less than “arm’s 
length,’ as provided for specifically in section 3441 (b), the Commissioner is 
given no discretion with respect to the determination of “fair manufacturer's 
sales price” as a means of granting administrative relief from the types of 
competitive inequities foreseen by Congress as a result of differences in methods 
of manufacture and sale 

This axiom of equality of treatment is violated by the application of the manu 
facturers’ excise tax in different dollar amounts to the same product when 
different methods of distribution are used. For example, assume that an 
article can be manufactured and sold at a fair profit for $100: 

Customer A, a large national distributor of consumer durables sold under its 
pwn trade name, places an order for 50 percent of the manufacturer's total 
capacity. It furnishes certain design and engineering assistance, special tooling, 
and agrees to accept responsibility for 90-day product warranty. Because of 
its buying power and the valuable contributions which it makes toward the 
manufacturing process, and because the manufacturer is relieved of all distribu 
tion costs, including national advertising, the manufacturer's sales price is fixed 
at $80. The tax at 10 percent will be $8. 

Customer B is one of a number of regional distributors selling an identical 
article (except for minor design characteristics) under the manufacturer’s na- 
tionally advertised trade name. The price is $100 and the tax $10. 

Customer C is a metropolitan department store, also selling the article under 
the manufacturer's nationally advertised trade name. Because of its large 
buying power and large local advertising program, it is able to buy the article 
direct from the factory in carload quantities at $110. The tax will be $11, 
notwithstanding the fact that the manufacturer may pay over the $10 differen 
tial as a subsidy allowance to the franchised distributor for the particular 
territory. 

Customer D is a retail dealer in a key metropolitan area where, because 
of severe competition, the manufacturer has found it necessary to establish 
a direct factory branch. The sales price must cover cost of local wholesale 
distribution and is fixed at $120. The tax will be $12. 

Each of those customers is purchasing from the manufacturer the same product 
and yet each of these customers pays a different amount of tax. The intrinsic 
value of the item sold by the manufacturer is the same in each case and yet 
because of the distribution technique, a varying amount of tax is paid. 

In the case of manufacturers selling to regional distributors, department stores 
and other key retail dealers, the tax differential with respect to the last two 
classes of customers may be readily avoided by establishing a wholly owned 
sales subsidiary through which sales to such classes of customers is made. 
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Since the sale between the manufacturer and its wholly owned sales subsidiary 
is less than “arm’s length” the Commissioner is now authorized under section 
2441 (b) to establish a fair manufacturers’ price. Ordinarily this will be fixed 
at the price for which sales of the same article are made to regional distributors, 
In this manner equality of tax treatment may be achieved among all classes of 
customers except national distributors. 

Unfortunately, the establishment of a sales subsidary with no other justifica 
tion than the legal avoidance of excise tax creates internal management prob 
lems, additional overhead expenses, and, in many cases subjects the manufac 
turer to the multiple application of State and local gross receipts a! 
taxes which may be even more burdensome than the excise-tax diff 
which he otherwise must absorb. 

To relieve tax differentials among competitors caused solely by differences 
in sales methods, the Commissioner should be authorized to establish a fair 


manufacturers’ price whenever a manufacturer makes a sale of a taxable article 
at other than the first level of distribution within the industry jn the ordinary 
course of trade. This price may be established with respect to any particular 
sale or class of sales, for example, by existing wholesale prices of similar articles 


at the first level of distribution within the industry, by a system of discounts 
from retail prices, or by a building-up from the cost of production, whichever 
nethod may be most practical in any given case. The Commissioner also would 
make needed adjustments for materials and services furnished without cost 
or at a reduced cost. The Commissioner should be further authorized and 
directed to fix the methods by which this end can be accomplished, after confer 
ring with representatives of each particular industry and with groups of tax- 
payers confronted with similar problems. However, no taxpayer, at any time, 
should be required to pay tax in excess of the tax that would be payable on his 
actual sales price in an arm’s-length transaction. 

This problem of tax discrimination caused solely by differences in sales methods 
is particularly acute under a selective excise-tax system if, for no other reason, 
because of the extremely high tax rates which are employed. While the problem 
and the need for granting some degree of administrative relief would not entirely 
disappear, the scope and severity of the problem would certainly be materially 
lessened under a uniform excise tax imposed at a moderate rate. 


IV. EXEMPTIONS AND SPECIAL RELIEF PROVISIONS SHOULD APPLY UNIFORMLY AMONG 
ALL TAXED PRODUCTS AND INDUSTRIES 


Consistent with its support for a uniform excise-tax system, the association 
believes that exemptions and special relief provisions under a selective excise- 
tax system creates difficult problems of administration and should be resorted 
to only where clearly necessary to the fair and practicable administration of the 
tax, 

Section 3442, Internal Revenue Code, provides for 8 classes of exemptions appli 
cable generally to all articles subject to tax under chapter 29. They are: 

1. Sales to another manufacturer for use in the further manufacture of 
a taxable end article. 

For reasons more fully stated earlier, it is recommended that this 
exemption be broadened to cover saies for use in the further manufac 
ture of an end article whether or not taxable. 

2. Sales to a jobber for resale to another manufacturer for the further 
manufacture of a taxable end article. 

The recommendation made above has equal force here. There is another 
inequity present in this area which also requires attention. Although infrequent, 
it sometimes happens that (1) the jobber does not know, and cannot inform the 
first manufacturer, at the time of purchase that the article will ultimately be 
resold or use in the further manufacture of a taxable end article, or (2) the 
article is resold to a second jobber before resale to the manufacturer of the tax 
able end article. In either case the exempt nature of the sale is destroyed under 
the Service’s current construction of the law.” ; 

rhe association believes that the ultimate facts, if supporting the basis for 
exemption intended by the Congress, should prevail. The law should be amended 
to permit the drafting of more realistic regulations in accordance with the clear 
intent of Congress to avoid double taxation. 

3. Sales of articles for the exclusive use of a State, Territory, or political 
subdivision thereof, including the District of Columbia. 


* Regulations 46 (1940), sec. 316.22. 





1702 GENERAL REVENUE REVISION 


The association is not opposed in principle to an exemption for State and local 
government units. However, considerable effort and expense is incurred where 
the exempt governmental unit purchases from a retailer an article on which 
excise tnx has been paid. In such cases the exemption certificate must be fur- 
nished the retailer who either sends it or an affidavit of its existence in his 
possession to the wholesaler for transmittal to the original manufacturer of the 
article. The manufacturer is then obligated to claim a credit or refund from 
the Government which, in turn, is passed back to the wholesaler, to the retailer, 
and ultimately to the governmental purchaser. It may be appreciated that this 
is a time-consuming and costly process for all concerned. 

Confronted with a similar problem under liquid fuels and other excise taxes, 
many States have authorized exemnt governmental units to make application for 
tax refunds direct to the tax-collecting agency. Not only has their method proved 
more convenient but it has been found to be an effective means of preventing fraud 
through the falsification of exemption certificates. It is recommended that simi- 
lar provision be made for direct refunds under the Federal manufacturer’s 
excise-tax system. 

The clear intent of Congress to avoid the imposition of an excise tax on articles 
sold to State and local governments is being partially frustrated by the policy 
of the Service to deny exemption to taxable articles used in the further mannu- 
facture of a nontaxable end article. For example, radio tubes are purchased by 
A for use in the further manufacture of two-way communication systems to be 
sold to the State police. Since the end article itself is not a taxable article 
(i. e., not a radio-receiving set), it is the position of the Service that the manu- 
facturer is obligated to pay tax on the tubes used in its manufacture. This 
reasoning is based upon the fact that the exemption found in section 3442 refers 
only to sales of taxable articles to State and local governments but makes no 
reference to exemption for use in the further manufacture of a nontaxable end 
article sold to such governmental units. This may be a correct construction of 
the law. It is difficult to believe that this also represents the intent of Congress. 
Here, again, statutory clarification is required. 

At one time sales to the United States were also exempted under section 3442. 
The association recommends that the present policy of taxing sales to the United 
States should be continued, as well as the authority of the Secretary of the 
Treasury to grant limited exemption where found to be in the interest of sound 
administration and to the full benefit of the United States. 

The only remaining exemption applicable generally to all articles taxable under 
chapter 29 is that accorded sales for export under the provision of section 2705, 
Internal Revenue Code. The principle of exempting sales for export is sound 
and should be continued. 

As in the case of the exemption granted to State and local governments, the 
Service interprets the export exemption to apply solely to sales and not to the 
use of a taxable arficle in the further manufacture of a nontaxable end product 
sold for export. For example, the Service holds taxable radio tubes used in 
the manufacture of an electronic computer sold to the Canadian Government 
while at the same time permitting the sale, on a tax-free basis, of spare or replace- 
ment tubes for the same apparatus—a clearly absurd result. 

In addition to the general exemptions previously described, the law is replete 
with special-purpose exemptions. Among them are: 

1. Communication, detection, or navigation receivers of the type used in 
commercial, military, or marine installation sold to the United States for its 
exclusive use (sec. 3404 (a), Internal Revenue Code). 

2. Musical instruments sold for the use of any religious or nonprofit educa- 
tional institutions for exclusively religious or educational purposes (sec. 
3404 (d), Internal Revenue Code). 

3. Refrigerator components sold for use in the manufacture of nontaxable 

refrigerating apparatus (sec. 3405 (b), Internal Revenue Code). 

4. Benzol, benzene, or naphtha used or resold for use other than as fuel 
for the propulsion of motor vehicles, motor boats, or airplanes (sec. 3443 
(a) (3) (A) (ili)). 

5. Lubricating oils, used or resold for nonlnbricating purposes (sec. 3443 
(a) (3) (A) (iv)). 

6. Unexposed motion picture films, used or resold for uSe in the making 
of newsreel motion picture films (sec, 3443 (a) (8) (A) (v)). 

7. Certain parts for automobiles used or resold for use or repair or replace- 
ment parts or accessories for certain farm equipment (sec. 3443 (a) (3) 
(A) (vi)). 
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The exemptions conform to no apparent pattern. In addition, they reflect a 
complete lack of uniformity in their statutory form. Thus, in the case of com- 
munication receivers sold to the United States an exemption is provided under 
section 3404 (a) in addition to a provision for credit or refund under section 
8448 (a) (3) (A) (vii)). In the case of refrigerator components sold for the 
further manufacture of nontaxable refrigerating apparatus, an exemption is 
provided under section 3405 (b) but there is no corresponding provision for 
credit or refund. To the contrary, in the case of auto parts sold for use as renair 
or replacement parts for farm equipment, there is provision for credit or refund 
under section 3443 (a) (3) (A) (vi) but none for exemption under section 3403 
(c). Here is a classic example of the urgent need for a complete recodification 
of the law insofar as it relates to manufacturers’ excise taxes. 

If the theory underlying each of these specific exemptions is sound, the 
association believes they should be given uniform application as a general admin- 
istrative provision and not limited to a specific article. If it is deemed appropri 
ate to exempt musica) instruments sold to religious and nonprofit educational 
organizations, it would seem equally logical to exempt from tax all other manu 
factured articles sold to these same organizations. The tax on a 1} 
machine or refrigerator sold to a church or school falls no less heavily than the 
tax on musical instruments. Bv the same token, if Congress wishes to avoid 
the indirect taxation of nontaxable refrigeration apparatus, there is equal force 
to the blanket exemption of all articles sold for use in the further manufacture 
of an end article, whether or not taxeble, as urged by this association 

Subject to the first consideration that exemption provisions should apply 
uniformly among all taxed articles, the association believes that, where required 
exemptions should be related to the identitv of the article or the identity of the 
ultimate consumer. Recognition of the “identity of article” test is found in the 
provision of section 3406 (a) (4) imposing tax on cameras, lenses, and films. 
Instead of attempting to exempt such articles sold for commercial or industrial 
use, the law exempts by definition “X-ray cameras, cameras weighing more than 
four ponnds exclusive of lens and accessories, * * * films more than 150 feet 
in length, ete.” 

The exemption granted sales to State and local governments, to religious and 
educational organizations, and for export (i. e., to a foreign vendee) are illus- 
trative of the “identity of the consumer” test which is believed to represent a 
generally satisfactory administrative standard for exemption. Exemptions based 
upon the ultimate end use of an article have proved to be extremely difficult and 
costly to administer and enforce and should be avoided wherever possible. Sup 
port for the position is found in a letter” from Treasury General Counsel 
Elbert P Tuttle to Colin F. Stam, chief of staff. Joint Committee on Internal 
Revenue Taxation, regarding a proposal to modify the regulations to exempt 
commercial solvents, and naphtha when sold for use as farm tractor fuel. Mr 
Tuttle stated in conclusion, “Under the circumstances it would seem that an 
exemption from the gasoline tax for commercial solvents and naphthas, or for 
any other liquids which study may indicate conld properly be exempted fron 
tax without regard to end uses, should be accomplished by an amendment of the 
law.” 

To summarize: The existing exemption, refund, and credit provisions are poorly 
drafted, are difficult to administer, and reveal no consistent pattern. These 
objections would be largely avoided by— 

1. Enacting more precise definition of the articles which Congress intends 
to tax or exempt. 

2. Providing for a blanket exemption for articles sold for use in the further 
manufacture of an end article, whether or not taxable. 

8. Avoiding “end use” as a basis for exemption wherever possible 

4. Recodifying all exemption, credit, and refund provisions under the 
general administrative provisions of the law. 


usiness 


Vv. THE LAW SHOULD PRESENT THE LEAST NUMBER OF DIFFICULT ADMINISTRATIVE AND 
COMPLIANCE PROBLEMS 


The administrative provisions of the law and regulations are cumbersome, 
eutmoded, and should be completely revised. 

The general administrative provisions relating to manufacturers’ excise taxes 
are found in subchapter C of chapter 29, Internal Revenue Code. Under section 


™” Daily Report for Executives, March 6, 1953, p. G—1. 





1704 GENERAL REVENUE REVISION 


3449, Internal Revenue Code, all administrative provisions in respect to taxes 
imposed on pistols and revolvers under chapter 25, Internal Revenue Code, are 
ilso made applicable. Under section 2713 of chapter 25 further cross reference 
is made to the provisions of chapters 28 and 34 to 37, inclusive, relating to infor- 
mation and returns, assessment, collection, and refund. Finally, implied amend- 
ments were made to many of these administrative provisions under Reorganiza- 
tion Plan No. 26 of 1950. A complete recodification of all administrative pro- 
visions applicable to manufacturers’ excise taxes is the first essential step in the 
process of clarification and simplification. 

Pursuant to the rulemaking authority granted under section 3450, Internal 
Revenue Code, regulations interpreting the excise taxes imposed by chapter 29, 
Internal Revenue Code, were promulgated by the Commissioner in 1932. 

Regulations 44, relating to the specific taxes imposed on gasoline, lubricating 
oils, and matches, were last revised in 1944. Regulations 46, relating to the 
specific tax on tires and tubes and the remaining taxes imposed on an ad valorem 
basis, were last revised in 1940. While minor technical changes required by 
statutory amendments to the code have been made from time to time, the sub- 
stantive interpretative and administrative provisions of these regulations have 
remained basically unaltered since 1932. 

Two decades of experience in the actual administration of manufacturers’ 
excise taxes have shown that the regulations are obsolete, ambiguous, and 
inadequate. Proof of this is seen in the fact that the Service has found it 
necessary to issue thousands of interpretive rulings on issues not clarified or 
comprehended in the regulations. Despite this vast body of interpretive mate- 
rial, virtually none of it has ever found its way into published form. 

As a second essential step in the program for improved manufacturers’ excise 
tax administration, the Commissioner should undertake a comprehensive revi- 
sion of the regulations. This revision, for the first time, would be subject to 
the provisions of the Administrative Procedures Act (60 Stat. 237), Public Law 
404, 79th Congress, under which taxpayers would be given the right to protest 
followed by a public hearing. A comprehensive revision of existing regulations 
would, of course, become mandatory upon the Commissioner if the Congress 
recodifies the administrative provisions of the law as the first essential step 
advocated by the association. 

Any recodification of the law and attendant revision of the regulations should 
give due regard to these specific recommendations : 


A. Technicalities precedent to the allowance of credits or refunds require 
simplification 

Section 3448 (a) (1) (A), Internal Revenue Code, authorizes a manufacturer 
to claim a refund, or take credit for, excise tax paid on an article purchased and 
used by him in the further manufacture of a taxable end article. Regulations 
46 (1940), section 316.204 (a), requires that such a claim for refund or credit 
must be supported by evidence showing— 

1. Name and address of the person who paid the tax. 

2. The date of the payment. 

8. The amount of the tax. 

4. That the article was so used. 

The impracticality of the first two tests is illustrated in the case of the manu- 
facturer who buys certain articles tax-paid for resale as replacement parts and 
identical articles tax-free for further manufacture. Later, it is decided to use 
some of the tax-paid parts for further manufacture. If the parts are of a 
fungible nature, such as radio tubes, lamp bulbs, ete., obtained from several 
sources of supply, it is evident that the degree of identification now required 
hy the regulations cannot be established. The practical administration of this 
exemption requires only a showing that the manufacturer was charged tax by his 
vendor in the claimed amount on articles used for further manufacture of u 
taxable end article. 

Pursuant to the requirements of section 3443 (d), Internal Revenue Code, the 
section 316.204 (c) of regulations 46 now provide that— 

“If any person overpays the tax shown to be due on a monthly return, 
he may either file a claim for refund on form 848 or take credit for the 
overpayment against the tax shown to be due on Any subsequent monthly 
return. In all cases where a person overpays tax, no credit or refund shall 
be allowed * * * whether in pursuance of a court decision or otherwise. 
unless the taxpayer files a statement explaining satisfactorily the reason for 
claiming the credit or refund and establishing— 
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“(1) That he has not included the tax in the price of the article with 
respect to which it was imposed, or collected the tax from the vendee, or 
(2) That he has either 
“(a) Repaid the amount of tax to the ultimate purchaser of the article, 
or 
“(b) Secured the written consent of such ultimate purchaser to the 
allowance of the credit or refund.” 

For the purpose of the tax, the “ultimate purchaser” is defined as— 

“A person who purchases the article 
“(1) For consumption, or 
*“(2) For use in the manufacture of other articles and not for resale 
in the form in which purchased.” 

The ostensible purpose of the law and regulations is to assure that the tax 
credit or refund will go back to the person who bore the ultimate burden of 
the tax. Yet the definition of “ultimate purchaser” now found in the regula- 
tions results in the demand of tax relief when the overpayment of the tax is 
discovered by the manufacturer after sale to his distributor, for example, but 
before the article is resold by the distributor to the ultimate consumer. As long 
as the manufacturer charged the tax to his distributor and the goods are in the 
listributor’s stock, it is clear that the law intended that the credit or refund 
go back to him. Yet, under the clear language of the regulation, the distributor 
s arbitrarily excluded from the definition of ultimate purchaser since he is 
purchasing for resale and not for consumption or further manufacture. Later 
in this brief, the association advocates repeal of the “burden of tax’ theory in 
its entirety. But if the text is retained, in whole or in part, it is evident that 
the definition of “ultimate purchaser” must be broadened to avoid unintended 
inequities. 

As noted on page 19, section 34483 (a) (38) (A) provides for refunds or credits 
where articles have been devoted to prescribed forms of usage or consumption 
such as refrigerator components used in the manufacture of nontaxable refrig- 
erating apparatus, lubricating oils used for nonlubricating purposes, ete. 

As a condition precedent to the allowance of a credit or refund, the manufac- 
turer is required to repay the amount of the tax to the ultimate vendor or must 
obtain the consent of the ultimate vendor to the allowance of such credit or refund. 

In addition, the regulations require the manufacturer to establish by satis- 
factory evidence— 

1. That the article has been devoted to an exempt end use. 

2. The name and address of the ultimate vendor. 

3. The name and address of the consumer and the use made of the article. 
4, The date the tax on his sale of the article was paid to the United States. 

The regulations further provide that the evidence required in (1), (2), and 
(3) may be in the form of an exemption certificate obtained by the ultimate vendor 
from the consumer, or in the form of an affidavit by the ultimate vendor that he 
has obtained from the consumer and has in his possession such an exemption 
certificate. 

Both the law and regulations seem unnecessarily complicated. As long as 
exemptions are based upon end usage, it would seem adequate to condition the 
allowance of the credit or refund solely upon the presentation of an exemption 
certificate, executed by the ultimate purchaser, identifying the article and recit- 
ing the exempt end use to which it was devoted. The further requirement that 
the refund or credit be made to or the consent to the allowance of the refund 
be obtained from the ultimate vendor is wholly unnecessary and should be 
eliminated. 

Manufacturers frequently purchase taxable articles without knowledge of 
their end use. If tax is paid at the time of purchase and the article is used in 
the manufacture of a taxable end article, a refund or credit may be claimed. If, 
however, the manufacturer uses the article or sells it in a tax-free transaction, 
he has no means of recovery either by refund or credit. This occurs, for example, 
where a manufacturer purchases television tubes and then, under his warranty 
contract, uses the tubes to replace defective ones—which replacement is tax free. 
The refund and credit provisions should be amended to provide for such situa- 
tions. 


B, The exemption certificate method of validating taz-free sales between licensed 
manufacturers and jobbers should be abandoned 


Section 3442, Internal Revenue Code, provides for tax exemptions where an 
article is sold— 
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(1) For use by the vendee as material in the manufacture of another 
taxable article, or 

(2) For resale by the vendee for such use by his vendee. 

To facilitate the administration of this exemption provision and to prevent 
tax evasion, section 316.20 of Regulations 46 (1940) properly requires the regis- 
tration of— 

(1) All manufacturers of taxable articles, and 

(2) Vendees, not manufacturers, reselling direct to manufacturers of tax- 
able articles. 

This section of the regulations further provides that no sale may be made tax 
free under the provisions of section 3442 unless both the vendor and vendee have 
registered and have been assigned a registration number. 

In the case of sales of taxable articles to another licensed manufacturer for 
use in the further manufacture of a taxable article, the section 316.21 of Regula- 
tions 46 (1940) requires the manufacturer to obtain from his vendee prior to 
the time of sale an exemption certificate showing that the vendee is a registered 
manufacturer of taxable articles and that the article purchased by him will be 
used in the manufacture of another taxable article. If it is impracticable to 
furnish a separate exemption certificte for each order, a blanket certificate cover- 
ing all orders between given dates, not to exceed 1 month, is authorized. 

The exemption certificate system causes little difficulty for those few manu- 
facturers who buy taxable articles solely for further manufacture of a taxable 
end article. In such cases the form of the exemption certificate will be im- 
printed or stamped on the face of the standard purchase order. In many cases, 
probably the vast majority, manufacturers will purchase articles (1) for further 
manufacture of taxable articles, (2) for manufacture of nontaxable articles, and 
(3) for resale as replacement parts. In some cases blanket exemption certificates 
will be furnished at monthly intervals to all suppliers of taxable articles and a 
cross-reference to such blanket exemption certificates will be stamped on each 
order qualifying for exemption. 

The problem becomes still more acute when the end use of the article cannot be 
established at the time of purchase. If the manufacturer pays tax on his entire 
purchases, later claiming a credit for tax on those articles used in further manu- 
facture of a nontaxable end article, he inevitably commits a portion of his 
working capital to carrying a tax liability which is nonexistent. But if he pur- 
chases all of his requirements of the given article on a tax-free basis, he is 
confronted with a sizable tax penalty. This results from the fact that the 
manufacturer issuing the exemption certificate becomes the statutory manufac- 
turer of the article which he thereby bought tax free. Upon the subesquent sale 
of such article as a replacement part, for example, the law now requires him to 
pay tax on his actual sales price and not the amount of tax he would otherwise 
have paid on his purchase price if the actual disposition of the article had been 
known in advance. 

To cure these administrative difficulties, the association offers two suggestions: 

1. Blanket exemption certificates should be valid until revoked in writing. 
The present requirement of the regulations limiting the period to 30 days and 
requiring manufacturers to issue hundreds of exemption certificates monthly 
is unduly burdensome and serves no useful purpose. 

2. Where a registered manufacturer or dealer becomes the statutory 
manufacturer of an article solely because of its purchase under an exemption 
certificate, the tax payable upon the subsequent sale or use of the article 
should not be greater than would have been paid at the time of its purchase 
from the original manufacturer. 

The adoption of these recommendations would enable manufacturers to account 
for and pay tax on taxable articles purchased when the ultimate end use of such 
article was definitely established. By reducing the tremendous amount of paper- 
work now involved under the monthly blanket exemption certificate procedure, 
it would reduce the burden of compliance and enforcement now imposed on 
manufacturers, their vendees, and the Service in issuing, processing, filing, and 
examining untold thousands of meaningless documents. 


C. Arbitrary impediments upon the allowance of refunds and credits on articles 
exported from the United States should be removed 


Serious administrative difficulties have been encountered in the administration 
of the export exemption. However, the regulations™ provide that “To exempt 


* Regulations 46 (1940), sec. 316.25. 
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from tax a sale for export it is necessary that two conditions be met, namely, (1) 
that the article be identified as having been sold by the manufacturer for export, 
and (2) that it be exported in due course.” 

Where the manufacturer is also the exporter, both conditions are met simul- 
taneously when the article is sold and shipped to a foreign destination. The 
administrative difficulties are encountered primarily where the article is sold 
and delivered by the manufacturer to a customer located in the United States 
who will (1) export the article, or (2) resell it to another domestic vendee who 
will export it. In order to qualify the sale by the original manufacturer for 
exemption, the regulations require that the manufacturer must have “in his 
possession at the time title passes or at the time of shipment (whichever is 
prior) * * * a statement from the purchaser showing (i) that the article is 
purchased to fill existing or future orders for delivery to a foreign destination ; 
or that the article is purchased for resale to another person engaged in the 
business of exporting who will export the article, and (ii) that such article will 
be transported to its foreign destination in due course prior to use or further 
manufacture «und prior to any resale except for export.” ” 

If the manufacturer is furnished such a statement as to the time of sale or 
shipment, it operates to suspend the manufacturer's liability to pay tax for a 
period of 6 months. If within this period the manufacturer has not received and 
attached to the order or contract a statement of “proof of exportation,” then 
the temporary suspension of liability for the payment of the tax ceases. 

That the failure to furnish the manufacturer with a statement of intent to 
export at the time of sale suspends the exemption is not questioned. Rather, it is 
the fact that the Service interprets the law and regulations to mean that the 
failure to furnish a timely “stay certificate” forever destroys the right to a tax 
credit or refund notwithstanding “proof of exportation.” If the law requires 
such an unrealistic result it should be amended. This would be wholly consistent 
with the principles underlying the allowance of refunds or credits generally under 
section 3443. Thus if a manufacturer purchases pilot lamps for use in the 
further manufacture of a taxable refrigerator, and fails to issue a proper exemp- 
tion certificate, the manufacturer of the pilot lamps must charge excise tax on the 
sale. However, upon discovery of his error, the refrigerator manufacturer may 
claim a credit against the tax due upon the sale of the refrigerator for the amount 
of the tax paid on the purchase of the pilot lamp used in its manufacture under 
the provisions of section 3443 (a) (1) (A). 

The miscellaneous credit and refund provisions of section 3443 (a) (3) are 
also consistent with the principle that the ultimate facts, and not the initial 
intent, should control by providing simply that the manufacturer should have 
in his posses**on evidence that the article was, by any person, sold, resold, or 
used for an exempt purpose. The arbitrary and unrealistic limitations now 
imposed upon the allowance of credits and refunds on articles ultimately sold 
for export are inconsistent with basic principles of excise-tax administration, 
are not required to “protect the revenue,” and result in severe and unjustified 
hardships for persons engaged in the export trade. The law is in urgent need 
of amendment. 

It is further recommended that persons regularly engaged in the exportation 
of taxable articles be permitted to secure an excise-tax registry number from 
the Service. Such “registered exporters” would then be permitted to purchase 
taxable articles from manufacturers on a tax-exempt basis just as they now 
do under the “stay certificate” procedure. The essential difference would be 
that the manufacturer would be relieved of further liability to follow up and 
secure the ‘proof of exportation” within the presently prescribed 6-month period, 
a cumbersome and costly procedure. Instead, it would be the obligation of the 
“registered exporter” to preserve adequate proof of exportation for subsequent 
examination by revenue agents. It would be the further obligation of the “regis- 
tered exporter” to pay tax direct to the Government on all sales made other 
than for export or other exempt purpose. In such cases, the amount of tax pay- 
able by the “registered exporter” should be no greater than the amount of tax 
otherwise payable on the purchase price from the original manufacturer. 


D. Taxpayers should be given the election to report ta@ liabilities on a calendar 
or accounting month basis 


At present, excise-tax returns may be filed only on a calendar quarter basis and 
the monthly deposits of excise taxes may be made only on the basis of calendar- 
month computations. The practice of using uniform accounting months of 4 


* Regulations 46 (1940), sec. 316.25. 
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calendar weeks’ duration is gaining widespread acceptance. In addition, many 
tuxpayers commonly terminate both their accounting months and fiscal year as 
of the last Saturday or Sunday of the month. In either event, a strict insistence 
upon the use of calendar month data for excise-tax purposes imposes severe com- 
pliance burden upon taxpayers. To relieve this wholly unnecessary burden with- 
out any corresponding benefit to the Government, the Commissioner should exer- 
cise the authority now granted him under section 3310 (f) (1) specifically per- 
mitting taxpayers to report excise-tax liabilities in accordance with fiscal months 
consistently employed for internal-accounting purposes, 
E. Revicw of monthly depository and quarterly return systems 

Effective July 1, 1953, the monthly return and payment procedure is being 
discontinued. Instead, the Service has announced a monthly depository and 
quarterly return procedure patterned after that employed for Federal withholding 
taxes. In the opinion of the association, this new program may not possess the 
benefits to taxpayers and to the Government claimed for it. A very real benefit 
for both taxpayers and the Government would result from the adoption of a 
straight quarterly return and payment of the tax liability. It is urged that 
further studies be conducted in this area. 


I’. Exemption for sales to diplomatic representatives of foreign governments 
should be liberalized 

Ambassadors, ministers, and other duly accredited diplomatic representatives 
of foreign governments, together with the members of their families living with 
them, and members of their households, including attachés, secretaries, clerks, 
and servants, who are not citizens of the United States, are not required to pay 
Federal excise taxes, the legal incidence of which otherwise falls upon them. 
The Service recognizes the exemption only where the diplomatic representative 
purchases the taxable article direct from the manufacturer. The laws should be 
amended to provide for a refund or credit whenever an article is sold by any 
person, to a duly accredited diplomatic representative otherwise entitled to 
exemption. 


G. Uniform exclusion from the taw base of parts received in exchange at time of 
purchase of rebuilt parts 

Under section 340 (c) of the code, where a used auto part is turned in on a 
rebuilt part, the tax on the rebuilt part or part accessory sold at an exchange 
price is based on only the exchange price exclusive of the part turned in. No 
similar provision exists elsewhere in the law and the Service imposes tax on 
the exchange sale of the other taxable articles on the basis of the exchange price 
plus the value of the part accepted in exchange. 

If the principle is sound, it should be given uniform application by treating 
it as a general administrative provision applicable to all such articles. 


VI. MANUFACTURERS’ EXCISE-TAX RETURNS SHOULD BE EXAMINED AND CLOSED WITHIN 
A REASONABLE PERIOD OF TIME 


It is essential that all excise-tax returns be examined by the Government 
promptly (1) to assure uniform compliance with the law by all taxpayers, and 
(2) to avoid the accumulation of unknown tax liabilities beyond the capacity of 
the taxpayer to pay. 

The enforcement activities of the Service in the field of manufacturers’ excise 
taxes leaves much to be desired. Until recently there were fewer than 100 field 
agents assigned to the audit of manufacturer excise-tax returns. Frequently the 
statutory period has run before returns were examined. In other cases, manu- 
facturers have never been audited. Indeed, in the case of small manufacturers 
of metal and plastic articles, there are probably many hundreds of them who 
are not even aware of the fact that certain of their products may be taxable. 
The lack of adequate enforcement methods not only results in loss of revenue 
to the Government but, more importantly, fails to correct the competitive disad- 
vantage by the complying manufacturers. 3y the same token, the failure to 
examine promptly and detect innocent underpayments of excise tax, may result 
in the accumulation of deficiencies beyond the capacity of the taxpayer to pay. 

The announced policy of decentralizing manufacturers’ excise tax enforcement 
activities and of examining all Federal tax returns concurrently with the audit 
of the Federal income-tax returns may serve to overcome these objections. 

This new policy certainly warrants a reduction of the statute of limitations 
from 4 years to 3 years so as to conform to the 3-year statutory period for income 
taxes. 
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VII. MAXIMUM PUBLICITY SHOULD BE GIVEN TO ADMINISTRATIVE POLICIES AND RULINGS 


The most serious and widespread complaint directed against the entire selec- 
tive excise-tax system is that of the lack of adequate published rulings. Due 
largely to the inherent defects of the law itself and the regulations interpreting 
it, the administration of manufacturers’ excise taxes has been characterized by 
widespread resort to confidential interpretive rulings issued to ind lual tax- 
payers only upon application. Despite the fact that the Service issu hundreds 
of such rulings every year, fewer than 30 interpretations have been published in 
the Internal Revenue Bulletin during the past 10 years. 

Upon the introduction of commercial television in 1946, the Serv 
nined that a “television receiver” did not constitute a “radio receivil 
that radio components used in the manufacture of a television set \ 
subject to tax under a very complicated formula. Despite the tremendous 
portance of this policy and its universal application to the entire televisiol 
dustry, no published announcement was ever made. Somewhat later, the Service 
ruled that the sound portion of a television receiver would le taxed in its en- 
tirety as a “radio receiving set” if it was capable of receiving I'M broadcast 
signals. Although the effect of this policy was to greatly increase the amount 
of tax payable, the ruling was never published. At least one nationally known 
manufacturer continued to compute and advertise the lower amount of tax for 
several months thereafter in apparent ignorance of the modified rulin; 

In many instances taxpayers must wait for many months for the Service to 
consider and pass upon the question presented. In some cases rulings have not 
been issued until long after the issue has become academic. In a few cases 
brought to the attention of the association, replies were never recei' 
quests for rulings. 

There have been cases where rulings issued by one field office of the Service 
were in direct contradiction to those issued by another field office or by the 
headquarters office in Washington. Recently the manufacturer of a television 
converter was notified by his local director of internal revenue that the con- 
verter was subject to the 10 percent excise tax on television parts under section 
8404 (b) of the code. This was contrary to a Service ruling issued about a year 
earlier which had been made available through a trade association. Upon in- 
vestigation it was found that the Service had not changed its policy but that a 
copy of the earlier ruling issued by the Washington office had never been 
furnished to the local director. 

In other cases, a Service policy has subsequently been modified or reversed 
but without notification to taxpayers who had previously received rulings under 
the policies which formerly prevailed. In response to a request for a ruling, 
a prominent electronics manufacturer was advised that no portion of a micro- 
wave communications system constituted a taxable “radio receiving set.’ 
Several months later it was advised that the ruling was being modified to make 
the receiving chassis portion of such apparatus subject to tax. Later still, a 
competitor learning of the Service’s modification of the original ruling, re- 
quested a complete reconsideration of the issue and was successful in obtaining 
a reinstatement of the original policy holding that the receiving chassis was not 
subject to tax. None of these rulings were published and the first manufacturer 
learned of the reinstatement of its initial ruling through the release, by a trade 
association, of the ruling issued to its competitor. The confusion which the 
failure to publish interpretive rulings has produced among taxpayers as well ag 
among the enforcement personnel of the Service itself can hardly be over- 
emphasized. 

Apart from the confusion caused by this policy of nonpublication is the tre- 
mendous amount of wasted effort and needless expense which it necessarily en- 
tails. By far the majority of these so-called ‘“‘private rulings” are duplicative in 
nature, involving the application of Service policies of long standing. To the 
extent these policies were incorporated in the regulations, the need for the 
issuance of dozens of rulings on the same point of law would almost entirely 
disappear with a resulting savings in time and effort to manufacturers and to 
the Service alike. 

For reasons already made clear, it is essential that the manufacturer have a 
precise determination of the tax, if any, applicable to the article at the time 
of sale. Time is of the essence. A long delay in securing a ruling can result in 
irreparable loss. If the Service rules that tax is payable, and no provision hag 
been made in the sales price, the tax liability may wipe out the manufacturer's 
entire anticipated profit. On the other hand, if the manufacturer has included 
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tax in his price and the Service later rules that no tax is payable, the manufac. 
turer is still injured to the extent that the higher price has inevitably resulted 
in a loss of volume. Moreover, for reasons which will be explained in a later 
section (see pp. 34, 35) the law prohibits the manufacturer from recovering 
the amount of the tax erroneously overpaid except under certain limited con- 
ditions. 

The expense and effort which must be expended in securing rulings is sub- 
stantial. The larger manufacturers with well established tax departments or 
outside tax counsel have found from experience that it is preferable to request 
excise tax rulings direct from Washington. In many cases involving complex 
factual situations, it is commonly found desirable to travel to Washington for a 
full discussion of the case. This is a burdensome and costly procedure for manu- 
facturers located in distant parts of the country and especially for small manu- 
facturers obliged to rely upon the services of company executives urgently needed 
for more productive purposes. Much of this time, effort, and expense is need- 
lessly incurred and could be avoided by a revision of the regulations coupled 
with the publication of all significant rulings. 

The major criticism which is directed against the failure to publish all sig- 
nificant interpretive rulings is that it results in serious competitive inequities 
For example, many fine distinctions are presented in determining whether or not 
warranty charges, tooling charges, and other elements areto be included in “sales 
price’; whether or not advertising, defective parts, and other forms of rebates 
and credits constitute “bona fide price adjustments” upon which tax credits 
may be claimed; the method of computing tax on sales between affiliated com- 
panies; and, whether the parent distributing and selling company or a manu- 
facturing subsidiary company will be deemed to be the “manufacturer” for ex- 
cise-tax purposes, etc. 

No suggestion is made that these competitive inequities are the result of im- 
proper or negligent administration on the part of the Service. Yet it is not a 
satisfactory answer to point out that the apparently conflicting rulings are based 
upon different factual situations. Certainly, if one manufacturer of a given 
article may legally and properly reduce his excise tax liability by a modification 
of his manufacturing, selling, or distribution methods, his competitors should 
he afforded a similar opportunity if they wish to avail themselves of it. Here 
again the policy of nonpublication works a distinct hardship upon the smaller 
manufacturer without the tax-counseling facilities of his larger competitors. 

To compensate for the lack of adequate published interpretive rulings, mann- 
facturers frequently make available, through their trade associations, copies of 
rulings which they have received. These same manufacturers are confronted 
with difficult ethical considerations whenever an excise tax ruling is received 
which may appear to give them at least a temporary advantage over their com- 
petitors. The choice becomes doubly difficult whenever it is felt that other 
members of the industry may also be holding back favorable excise tax rulings 
of major significance. 

In his excellent treatise on The General Manufacturers Sales Tax in Canada, 
Prof. John F. Due, of the University of Illinois, offers this comment : ™ 

“The most strenuous and widely encountered complaint advanced against the 
entire sales tax structure and procedure is that of the lack of adequate publicity 
given rulings. One firm is able to get a ruling without difficulty, at least after a 
personal visit or perhaps several letters, but it never knows the nature of rulings 
being given other firms. The rulings are neither published nor circulated among 
the other firms concerned. One firm will obtain a favorable ruling, and the com- 
petitors may not know of it for a year or more. Frequently a firm learns of 
changes from customers, who protest that this firm is not giving them the same 
treatment as competitors are providing. Auditors often are not entirely familiar 
with all rulings pertaining to the industry, and frequently will fail to indicate 
to the firm that it is entitled to use a different procedure on the basis of recent 
rulings. 

“Objections against this situation are so strenuous and so universal that some 
reform is imperative. Lack of adequate publicity is not only interfering with 
accurate application of the tax, but is also greatly reducing taxpayer good will— 
a serious detriment to effective operation of the tax. * * *” 

The failure of the Service to publish all significant rulings has led to needless 
confusion, delay, and expense, and, most important of all, to severe inequities 


™P. 101, published by Canadian Tax Foundation, 4 Carlton St., Toronto, Canada. 
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among taxpayers. This intolerable situation should be remedied at once. The 
statement attributed to former Service officials that such rulings cannot be 
issued without disclosure of competitive data does not bear analysis. Indeed, 
the policy of nonpublication breeds the very competitive inequities which it pur- 
ports to avoid. Specifically, we recommend that Congress should authorize and 
direct the Commissioner of Internal Revenue to publish all significant excise-tax 
rulings in a separate Internal Revenue bulletin series reserved exclusive for this 


purpose. 


VIII. APPELLATE AND REFUND PROCEDURES SHOULD PERMIT HE PROMPT, INEXPENSIVE 
DETERMINATION OF TAX LIABILITIES AND RECOVERY OF TAX ERRONEOUSLY OVER- 
PAID 


4. Improved appellate procedures 

Taxpayers now have no legal recourse from an adverse Service ruling prior 
to the time of sale and payment of the disputed tax liability. Since the amount of 
tax liability in dispute may be greater than the anticipated profit on the sale, 
the manufacturer is ordinarily compelled, as a practical matter, to make provision 
n his price for the full amount of the tax alleged to be payable by the Service. 
rhe only means available to the taxpayer to obtain a judicial determination of 
the correct amount of tax payable is by first paying the full amount of the tax 
in dispute and then filing a claim for refund on form 848. Within 6 months of 
the date of filing the claim or upon rejection by the Commissioner, whichever 
occurs first, the taxpayer may bring suit for refund in a Federal district court 
or the Court of Claims. Due to the heavy backlog of cases pending before these 
courts, from 2 to 3 years may elapse before the correct amount of tax can be 
judicially determined. This costly and time-consuming procedure undoubtedly 
has discouraged hundreds of small manufacturers from contesting tax defi- 
ciencies which they believe have been improperly assessed. It undoubtedly 
explains why only a very small number of excise tax issues have reached the 
courts during the past 20 vears. While needless litigation is properly to be dis- 
couraged, it is equally true that a body of judicial interpretation is indispensable 
in shaping the outlines of any system of taxation. 

A much better appellate procedure is in use in Canada, where a tariff hoard 
conducts inquiries into tax problems and adjudicates appeals under both the 
Custom and Excise Tax Acts. (See appendix B.) This board reviews not only 
advance rulings issued to individual taxpayers by the excise tax authority, but 
also has jurisdiction to determine deficiencies prior to payment of the tax. From 
the board’s decision an appeal can be carried to the Exchequer Court only on 
questions of law. Since the present board was constituted in 1949 it has rendered 
some 125 decisions from which only 2 appeals have been taken. The Tariff Board 
enjoys the highest respect of both taxpayers and the Department of National 
Revenue alike. The United States might well profit from the Canadian experience 
and precedent. 

Consideration has been given to various possible solutions to this problem 
through the use of existing Federal courts or boards. Appendix C shows that 
most of the existing tribunals do not lend themselves to the handling of this 
appellate procedure. A separate tribunal along the lines of the Canadian Tariff 
Board would be a desirable step. 

In the event, however, that the establishment of a separate judicial agency 
for excise taxes is deemed impracticable at this time, the association joins wit! 
the American Bar Association in advocating that the United States Tax Court 
be granted jurisdiction in the field of excise taxes— 

(1) To determine the legality of advance Service rulings issued prior to 
the time of sale or use, and 

(2) To redetermine deficiencies (or overassessments) in tax prior to 
payment. 

In view of the tremendous backlog of income, gift, and estate tax cases now 
pending before the Tax Court, and the vital need for the prompt adjudication 
of excise-tax controversies, the number of judges of the Tax Court should be 
increased in order to form a special excise-tax panel to expedite consideration 
of excise-tax cases. 

The present lack of adequate appellate procedures clearly places manufac- 
turers at an unfair disadvantage in their dealings with the Service on excise-tax 
controversies since, in the vast majority of cases, the Service acts as judge, jury, 
and prosecutor. This is altogether out of harmony with American concepts of 
equity and fair play. The recommendations offered by the association, based 
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upon Canadian procedures thoroughly tested and proved by experience, represent 
a practical, straightforward solution of the problem and should be adopted with- 
out delay. 

B. Repeal of arbitrary limitations on refunds and credits 

One of the most inequitable, and certainly least understood, provisions of the 
whole system of manufacturers’ excise taxation is found in section 3443 (d) 
which denies a manufacturer the right to a credit or refund of tax illegally and 
erroneously paid unless he can prove 

(1) That the tax was not included in the price charged customers, or 
(2) That he has repaid or agreed to repay the amount of the credit or 
refund to the ultimate purchaser. 

The association advocates the repeal of this provision in its entirety for the 
following reasons: 

1. It results in competitive inequalities among manufacturers. Manufac- 
turers A and B each obtain ruling that a given article is subject to tax. Pending 
further appeal or litigation, both manufacturers protect themselves, A by in- 
creasing his price to return a larger margin of profit, B by adding the tax asa 
separate item on his invoice. Although the burden of proof may be difficult, if 
not impossible, A will be permitted an oppertunity to show that the burden of 
the tax was not passed on. B will be denied such an opportunity on the grounds 
that the separate statement of the tax on the invoice is conclusive evidence that 
the tax was passed on. 

But suppose that B, instead of paying over to the Government the amount of 
tax separately billed on the controversial item, simply retained it on his books 
until it was determined that no tax was properly due. In such an event B will 
be permitted to retain the tax which he has been conclusively presumed to have 
collected from his customers. The Service may attempt to collect the moneys 
so retained under the provisions of section 3325, Internal Revenue Code™ by 


offering to waive the penalties provided thereunder for willfully false statements 
to customers if the manufacturer will agree to an assessment for the amount of 
“moneys collected in the guise of tax.” If the tax was billed on the basis of a 
Service ruling that the article was taxable, it is evident that there has been no 
“willful misrepresentation” within the intendment of section 3325. Ordinarily, 
and upon advice of counsel, the manufacturer under such circumstances will 


refuse to agree to the assessment and the Service is left without further recourse, 
There is reason to believe that in the past, at least, Service enforcement agents 
have improperly proposed and accepted payments under this Section. 

It is apparent that the burden of proof under section 3443 (d) falls 
unequally among manufacturers, depending upon the method of invoicing 
adopted, and, further, that its limitations can frequently be avoided entirely 
by the simple expedient of not paying until the issue is resolved, the disputed 
aimount of taxes previously billed to customers. 

2. It is based upon a wholly erroneous concept of where the burden of the 
tax actually falls. If, upon the advice of the Service, the manufacturer of 
an article adds tax to his normal selling price, it may be conceded that he 
has presumptively (but not conclusively) passed on the tax burden to his 
customer. However, the philosophy underlying section 3443 (d) fails com- 
pletely to recognize that by increasing the selling price of the article by the 
amount of the disputed tax liability, the manufacturer has simultaneously 
served to reduce his market, for it is axiomatic that volume will, in a free 
competitive market, fluctuate inversely with price. 


= "Sec. 3443 (4)—CREDITS AND REFUNDS, No overpayment of tax under this chapter 
shall be credited or refunded (otherwise than under subsec. (a))., in pursuance of a court 
decision or otherwise, unless the person who paid the tax establishes, in accordance with 
regulations preseribed by the Commissioner with the approval of the Secretary, (1) that 
he has not included the tax in the price of the article with respect to which it was {m- 
posed, or collected the amount of tax from the vendee, or (2) that he has repaid the 
amount of the tax to the ultimate purchaser of the article, or unless he files with the Com- 
missioner written consent of such ultimate purchaser to the allowance of the credit or 
refund.” 

3“Sec, 3325—PEeENALTIFES FOR FALSE STATEMENTS TO PURCHASERS REGARDING Tax. 
Whoever in connection with the sale or lease, or offer for sale or lease, of any article, or 
for the purpose of making such sale or Jease, makes any statement, written or oral, (1) in- 
tended or calculated to lead any person to believe that any part of the price at which such 
article Is sold or leased, or offered for sale or lease, consists of a tax imposed under the 
authority of the United States, or (2) ascribing a particular part of such price to a tax 
imposed under the authority of the United States, knowing that such statement is false 
or that the tax is not so great as the porion of such price ascribed o such tax. shall be 
guilty of a misdemeanor and upon conviction theerof shall be punished by a fine of not 
more than $1,000 or by imprisonment not exceeding 1 year or both.” 
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Moreover, while the equitable concept behind section 3443 (d) is super- 
ficially appealing, it disregards the fact that the tax is imposed by law on 
the manufacturer and not upon the manufacturer’s vendee, the ultimate 
purchaser or any other person. It is the manufacturer who must collect 
the tax if he can. Any loss on an uncollectible account, including the excise 
tax element therein, is solely that of the manufacturer. It is the manu- 
facturer who must incur the substantial costs of computing, billing, collect- 
ing, returning, and paying the tax to the Government. It is the manufac- 
turer who will necessarily bear the burden of any deficiencies in tax which 
may later be assessed due to ignorance of the law, neglect, or clerical error, 
It is the manufacturer who must pay any penalties or interest which may 
be assessed for failure to make timely compliance with all of the applicable 
provisions of the law. In view of these many liabilities, burdens, and 
risks which are imposed by law on the manufacturer, it is illogical to find a 
provision such as section 3443 (d) which can be validated only if the manu- 
facturer is regarded as a mere collection agent for a tax imposed upon the 
ultimate consumer. y 

While the premise may have been seriously challenged in 1932 when the 
Federal corporation income-tax rate was only 13% percent, it is now gener- 
ally recognized that a substantial portion of the corporate income tax is 
recovered in the price charged for goods produced or services rendered. 
There is no more reason for a “proof of burden” test as a condition precedent 
to the allowance of credits and refunds of excise taxes erroneously and 
illegally collected than there would be for a corresponding provision appli- 
cable to refunds and credits of corporate income taxes. 

3. It deprives taxpayers of the right to obtain a judicial determination 
of a controverted excise-tax issue. Where the existence of a dispute with 
the Service is known in advance of sale, the manufacturer must ordinarily 
protect himself by collecting the tax in his price until the controversy with 
the Service can be resolved finally. If he is unsuccessful in persuading the 
Service to change its decision, the manufacturer's only remaining recourse 
is to file and subsequently sue on a claim for refund. In such an event he 
will find that suit cannot legally be prosecuted since he is unable to show 
that he has borne the burden of the tax. Admittedly, he may secure the 
consent of one or more ultimate purchasers, in which event the issue may 
be determined but the recovery of tax will be of benefit only to the few ulti- 
mate purchasers who executed consents. In actual practice the limitations 
on credits and refunds imposed under section 3443 (d) has proved to be a 
serious deterrent to the judicial determination of excise-tax controversies 
and largely explains why there is such a dearth of judicial precedent— 
precedent which is so urgently needed in this vague and uncharted area. 

4. The application of section 34483 (d) results in the unjust enrichment 
of the Government. Before the limitations of this section may apply, there 
must first be a determination that an amount of excise taxes have been 
erroneously and illegally collected by the Government. On this point there 
is no disagreement. The only question presented is whether the Govern- 
ment or the manufacturer has the better claim to the monies so pnid. 
Since the law nowhere gives the Government the right to collect taxes which 
are not due, it follows that the only right which the Government can legally 
assert is that of possession. Stated otherwise, it comes close to recognizing 
the doctrine of “rex non potest peccare,” that “the king can do no wrong.” 
Clearly, the assertion of this doctrine results in the unjust enrichment of 
the Government. For the reasons stated more fully under (2) above, it is 
by no means clear that the credit or refund, even where the tax has been 
included in price, will result in the unjust enrichment of the taxpayer. 
Certainly, if any remaining doubt exists, that doubt should surely be 
resolved in favor of the manufacturer who incurs all the liabilities, burdens, 
and risks. 

5. To the extent that section 3448 (ad) was enacted for the benefit and 
protection of the ultimate purchaser, it is self-defeating. By denying manu- 
facturers the right to file suits for refund to obtain judicial determinations 
of excise-tax disputes, it virtually rebuires them to add and collect excise 
tax in all doubtful cases. Moreover, it seems to accept without question 
that manufacturers are in business to collect as much tax as they can from 
their customers, and that, if credits or refunds are subsequently obtained, 
they would not voluntarily, out of sound business judgment, pass along the 
benefits of such credits and refunds wherever significant in amount and 
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practicable to do so. The association is unable to accept the validity of 
either of these premises. 

6. The tax, whether or not separately stated, is legally and in com- 
mercial acceptance regarded as an integral part of the sales price of 
the article. The manufacturer’s vendee is free to buy or not to buy at 
this price which, with respect to all of the articles subject to manufacturers’ 
excise taxes, is fixed by competition in free markets. Excise tax is simply 
one of a number of elements of cost to the manufacturer. The manufactur- 
er’s vendee, as well as the ultimate purchaser, has no more proper concern 
with tax than with any other element of material, labor, or overhead cost 
which the manufacturer was obliged to estimate in fixing his sales price. 

7. Finally, any excise tax refund or credit which the manufacturer may 
receive and which is not refunded to his customers will necessarily be re- 
flected in income and subject to Federal, corporate or personal income tax 
rates. 

In an extreme application of the “proof of burden” test imposed under section 
2443 (d), the Service holds fhat tax erroneously overpaid on one sale may not 
be applied against a deficiency in tax due on another sale, notwithstanding the 
uncontroverted fact that a net deficiency in tax will remain after the offset 
which must be borne by the taxpayer. For example, manufacturer A paid excise 
taxes totaling $100,000 on sales made during the year 1951. Upon the examina- 
tion of its excise-tax returns for this period, it is found that the manufacturer 
overpaid tax on certain sales in the amount of $5,000 but failed to collect an ad- 
ditional $10,000 in tax payable with respect to other sales. Unless the manufac- 
turer can support the burden of proof imposed under section 3448 (d) with re 
spect to the $5,000 overpayment, the Service will refuse to allow it as an offset 
against the underpayment and will assess a deficiency of $10,000. Thus, while 
the correct amount of tax payable is only $105,000, the Government will insist 
upon the payment of an additional $5,000 which can only come out of the pocket 
of the manufacturer. Surely the Congress never intended that section 34438 
(d) be construed to result in the unjust enrichment of the Government and the 
simultaneous unjust impoverishment of the manufacturer. 

The “burden of tax” concept is a statutory presumption which does not bear 
economic or legal analysis and for which no counterpart is found in any other 
part of the Federal tax structure. The application of this doctrine results in 
the unjust enrichment of the Government, serves to deprive manufacturers of 
the protection of the courts, and results generally in the overcollection of tax from 
the ultimate purchaser. Section 34483 (d) has no proper place in any sound 
system of excise taxation and should be repealed. As a necessary complemen- 
tary step, section 700 (j) (3) should also be amended to exclude manufacturers’ 
excise-tax refunds and credits from the unjust enrichment tax. 


CONCLUSION 


The principles of excise tax administration hereinstated apply to any form 
of manufacturers’ excise taxation. Embodiment of these standards in the law, 
regulations and administrative procedures would improve excise taxation by 
simplifying and reducing the cost of administration, easing the burden of com- 
pliance and reducing inequities and discriminations among taxpayers. Inte- 
grated with a uniform tax, they would form the basis of a sound and enduring 
excise system in this country. 

APPENDIX A 


SECTION 3403 (C), AS AMENDED—AUTOMOBILES, ETC., PARTS OR ACCESSORIES 


Rev. Rul, 21 
Section 316.55, Regulations 46: 
Definition of Parts or Accessories. 


Internal Revenue Code 


Clarification of S. T. 941 (C. B. 1952-1, 215) with respect to 
the classes of lifting jacks which are taxable as parts or acces- 
sories under section 3403 (c) of the Internal Revenue Code. 


Clarification of S. T. 941 (C. B. 1952-1, 215) is requested as to the classes of 
lifting jacks which are taxable as parts or accessories under section 3403 (c) 
of the Internal Revenue Code. 

It is stated in S. T. 941, supra, that there are a number of factors to be con- 
sidered in arriving at a decision as to the taxability of lifting jacks, and each 
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case must be determined on its facts. It was concluded that a jack which has no 
peculiar characteristics limiting its use to motor vehicles but which is held out 
by the manufacturer as especially designed for such use is taxable under section 
3403 (¢c) when sold by the manufacturer. In addition jacks which (1) are sold 
and chiefly used in connection with a taxable motor vehicle or (2) are almost 
universally sold and used in motor vehicle trade channels are presumed to be 
taxable under section 3408 (c) when sold by the manufacturer. The fact that a 
jack is mechanical rather than hydraulic does not, standing alone, establish 
taxability. 

Upon further consideration of the question involved, it is held that a lifting 
jack, either the mechanical or hydraulic type, which is included as original equip- 
ment for a vehicle enumerated in subsection (a) or (b) of section 3403 of the 
code when the vehicle is sold by the manufacturer, is deemed to be an accessory 
for the vehicle and, as such, is includible in the basis of the vehicle for computing 
the tax applicable to the sale. 

It is further held that the following classes of jacks are taxable under section 
3403 (c) of the code when sold separately by the jack manufacturer: (1) scissors 
jacks; (2) bumper jacks, either the mechanical or hydraulic type, which are 
primarily designed to be carried as accessories in vehicles enumerated in sub- 
section (a) or (b) of section 3403 of the code as distinguished from the more 
rugged and heavier types of bumper jacks designed and adapted for use as service 
equipment in garages, repair shops, etc.; and (3) screw, ratchet or other types 
of mechanical jacks having a closed height of ten inches or less which are 
primarily designed, or primarily adapted, or held out by the manufacturer as 
being primarily designed or adapted, to be carried as accessories in vehicles 
enumerated in subsection (a) or (b) of section 3408 of the code. (Certain port- 
able, hand hydraulic jacks, other than bumper or scissors types, are not taxable 
because of their design and construction for use as general purpose tools in indus- 
try and commerce, and as service or maintenance equipment in garages and repair 
shops ; however, where such jacks are sold as original equipment, as stated ahove, 
or where they are held out by a manufacturer as being especially designed to be 
carried as accessories for such vehicles they are taxable under see. 3403 (c) of the 
code. ) 


APPENDIX B 


DECEMBER 18, 1952. 
Mr. M. G. Pauvt, 
Philco Corp., Philadelphia, Pa. 


Dear Mr. Pau: Further to my letter of December 10 and your recent request 
through Syd Capell in Toronto, the following is an outline of the history, constitu 
tion, functions, and general prestige of the Canadian Tariff Board. I will deal 
with the first two items briefly. 

Initially, I might explain two points: 

(a) In Canada, the imposition or elimination of sales and/or excise taxes, and 
the imposition, reduction, or elimination of customs duties, are the responsibility 
of the Department of Finance. The collection of sales and excise taxes and the 
administration of the Customs Tariff are the responsibility of another department, 
the Department of National Revenue. The latter department is divided into two 
administrative divisions under one Deputy Minister: the Customs Division and 
Excise Tax Division. (The same Department has an Income Tax Division, with 
its own Deputy Minister, responsible for personal and corporate income taxes. ) 

(b) It is difficult to give you a picture of our Tariff Board without dealing with 
the Board’s jurisdiction on tariff matters as well as excise taxation. 


1. History 


The Tariff Board is a successor to two former boards—the Advisory Board on 
Tariffs and Taxation, established by Order in Council in 1926, and the Board of 
Customs. 

The prime duty of the Advisory Board on Tariffs and Taxation was to inquire 
into and hear representations on all matters pertaining to the tariff and other 
forms of taxation, as directed by the Minister of Finance. The Board of Customs 
was a board of review respecting the tariff status of imports. It was a board 
having quasi-judicial functions, reviewing decisions of certain officers of the De 
partment of National Revenue, but was itself composed entirely of officials of 


the Department of National Revenue. Hence we had the anomalous situation of 
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a board made up of members who were in effect reviewing their own decisions 
made as officers of the Department. 

The functions of the BKuard of Customs were transferred to the Tariff Board 
under the Tariff Board Act of 1931. This act divorced the Board of Review from 
the Department of National Revenue as regards personnel, but the powers initially 
assigned to the Tariff Board were the same as enjoyed by the board of Customs, 
From time to time since 1931 the powers of the Tariff Board have been enlarged ; 
2. Constitution 

I think you will find all the data you will require on this subject set out pretty 
the Board’s present powers and functions are noted hereunder. 
clearly in the Tariff Board Act. Briefly, the Board is an independent tribunal 
whose responsible minister is the Minister of Finance, comprising 3 members 
appointed by the Government for a term not exceeding 10 years, although members 
are eligible for reappointment. 


S$. Functions 


In brief, the Tariff Board has two main functions: (a) To conduct inquiries as 
directed by the Minister of Finance and (b) to hear and adjudicate appeals under 
the Customs Act and the Excise Tax Act. I think the best thing I can do is to send 
you the three pertinent statutes which are enclosed, and on which I have marked 
the appropriate sections. 

(i) The Tariff Board Act.—You will be principally interested in section 4 
under which you will notice that the Board is given broad powers to make inquiry 
into almost all phases of our economy. Such inquiries are known as references; 
a reference to the Board may only be initiated by the Minister of Finance. 

(ii) The Customs Act.—The pertinent sections are 49, 50, and 51. 

You will notice that the Board’s authority under this statute is very broad, and 
there is virtually no matter relating to tariff classifications, value for duty, etc., 
which is outside the Board's jurisdiction. Please note also that under section 51 
the Deputy Minister of National Revenue may himself refer tariff matters to the 
Board, but these problems are, under the statute, to be in the nature of appeals, 
and not a reference. 

(iii) The Ercise-Tar Act.—The Board’s jurisdiction is set out in section 115 (1). 
Sections 115 and 116 are both relevant. 

If there is any weakness in our statutes—and here I am merely expressing a 
personal view—it may be found in the wording of section 115 (1) of the Excise Tax 
Act. The Board's jurisdiction has been challenged recently by the Department 
of National Revenue, i. e., the Department claimed that the Board was not com- 
petent under this section to determine the sale price of an article. (In this case 
the Board unanimously held that it had jurisdiction.) 

Although none of the members of the Board are lawyers—all intentional 
Government policy, I believe—the Tariff Board is a court of record and has an 
official seal which is judicially noted. Provision is made in both the Customs 
Act and the Excise Act for appeals from Board decisions to the Exchequer Court, 
but you will notice that under both acts appeals may only be taken on a question 
which is a question of law. 

I might add one final function of the Tariff Board which is probably not 
expressed in the statutes, but which is probably as important as any. 

This is to make available to any taxpayer or importer—any “man in the street,” 
let us say—a readily accessible appeal court from administrative rulings by the 
Department of National Revenue. The Board is empowered to make rules and 
regulations for the conduct of its proceedings, and proceedings under the present 
Board are quite informal. The appellant is free to employ counsel or a repre- 
sentative if he chooses, or he may conduct his own appeal. Many appellants do 
plead their own cases and for this reason, I think, the Board allows considerable 
latitude in its proceedings. All evidence is recorded by a court reporter, of course. 

There are no costs involved in our Tariff Board appeals and the present Board 
renders its Judgments quite promptly—within 2-4 weeks on the average. Con- 
sequently, we look upon the Board as a lay court to whom anyone may turn with- 
out fuss, formality, delay, or expense, and from whom an independent and sound 
judgment may be expected. The Board entertains appeals in controversies arising 
before payment of the excise tax in question and on advance rulings made by the 
Minister of Finance on prospective transactions. 


4. Status or prestige 
By and large, I believe that the present Board is held in high esteem. Ob- 


viously, there will be individual exceptions, usually depending on how the indi- 
vidual fared before the Board. 
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I think it is significant that since the present Board was constituted in 1949 
it has rendered some 125 judgments, against which only 2 appeals have been 
lodged. Although this may be tempered by two considerations (a) that some 
unsuccessful appellants may not have proceeded to the Exchequer Court because 
of the cost involved and (b) a possible reluctance on the part of the present 
Deputy Minister of National Revenue to appeal the Board’s decisions—nonethe- 
less I think this is an impressive record. 

I would judge that the number of appeals to the Board is on the increase—a 
possible indication of general confidence in the Board, and it is not unlikely that 
the mere presence of the Board results in more careful consideration of difficuit 
problems by the Department of National Revenue 

A further significant indication may be found in the fact that, with 1 or 2 excep- 
tions, all reports submitted to the Minister of Finance based on inquiries by the 
Board, have been implemented by legislation. 

The personnel of the present Board is: 

Chairman: Mr. H. W. McKinnon, a senior career civil servant who has occupied 
many important Federal Government offices, specializing in tariffs and taxation 
matters, and who has attended many international trade conferences as a member 
of the Canadian delegation. 

Vice chairman: Mr. F. F. Leduc, an engineer by profession, with a back- 
ground of many years in private consulting practice and in senior posts in the 
Quebec provincial government. 

Member: Mr. W. W. Buchanan, an agriculturalist from Manitoba, with an 
outstanding academic background and many years’ practical farming experience, 

Hence, you will see that the background and experience of the members are 
ideally adapted to cope with the many and varied problems which are submitted 
to the Board for decision. 

For your purposes I would expect that you will be primarily interested in 
the legal constitution and functions and jurisdiction of the board. These, I 
believe, may be readily found in the three statutes which I am sending to you, 
However, if there is any additional information which you might like, please 
do not hesitate to call on me. 

Yours very truly, 
F. W. PERKIN. 


(Note.—Mr. Perkin subsequently advised that the Tariff Board reviews ad- 
vance rulings and deficiency determinations before tax has been paid.) 


APPENDIX C 


EXCISE TAX APPELLATE PROCEDURE 


The basic problem in the excise tax appellate procedure is the lack of any 
way in which an action can be brought against the Government without pre- 


viously having paid the excise tax. There have been many suggestions as 
to how this problem can be met and this memorandum considers the various 
appeal procedures used in other Government agencies for similar problems. 

Various Government appeal boards and courts were investigated to see if 
the jurisdiction of any of these presently existing bodies would offer a solution 
or whether an existing body would serve as an example for a new organization 
to handle excise tax deficiency cases. 


COURT OF CLAIMS 


The first of these explored was the Court of Claims. At the last meeting, 
reference was made to an obscure provision of the United States Judicial Code 
which might give to the Court of Claims the power to decide excise-tax issues 
prior to the payment of the tax. Apparently, this thought was based upon the 
power of a department head to refer a case to the Court of Claims. This power 
does exist under section 1495 of the Judicial Code (28 U. 8S. C.), but it does 
not appeal from the statutory provisions that this would furnish an avenue 
for the deciding of excise-tax matters prior to the payment of the tax. While 
a department head can refer any claim or matter involving controverted ques- 
tions of law or fact to the Court of Claims, the court does not have power to 
render anything other than an advisory opinion unless the particular matter is 
one over which the court has jurisdiction under some other act of Congress. 
The pertinent statutory provisions follow: 
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Section 14983—Departmental reference cases 

“The Court of Claims shall have jurisdiction to report to the head of any 
executive department, on any claim or matter involving controverted ques- 
tions of law or fact and referred by him to such court, and to render judg- 
nent if the claim or matter referred is one over which the court has jurisdiction 
nder other acts of Congress” (June 25, 1948, ch. 646, 62 Stat.). 


Section 2510—Departmental reference cases 

“A claim or matter referred to the Court of Claims by the head of an 
executive department shall be proceeded with as are other cases pending in such 
court, under its rul 

“The court shall report its findings of fact and conclusions of law to the 
head of the department who referred the claim or matter. 

lhe Secretary of the Treasury may, upon the certificate of the Comptroller 
General of the United States, direct any claim or matter, of which, by reason 
of the subject matter or character the Court of Claims might take jurisdiction 
on the voluntary action of the claimant to be transmitted, with all the vouchers, 
papers, documents and proofs pertaining thereto, to such court for trial and 
adjudication.’ 
CUSTOMS COURT 


The Customs Court, composed of judges appointed for life by the President, also 
was examined to see if this might not only furnish a parallel device for excise 
tax use, but also an existing mechanism for deciding these excise tax problems. 
Under section 1583 of title 28, United States Code, exclusive jurisdiction is given 
to the Customs Court to review on protest the decisions of any collector of customs 
as to the rate or amount of duties charged on imports. An importer, to avail 
himself of this court’s jurisdiction, must, however, pay the duty in question before 
filing a petition with the court. This, of course, is the same procedure now in use 
for excise taxes under jurisdiction of the district courts. An early decision in 
this field eliminated the possibility of the Customs Court handling any internal 
revenue tax cases so that the Customs Court is not available for excise tax prob 
lems. The court's jurisdiction is based upon the following statutory provision: 

“Review of decisons on protest.—Exclusive jurisdiction to review on protest 
the decisions of any collector of customs including all orders and findings enter- 
ing to the same, as to rate and amount of duties chargeable and as to all exactions 
of whatever character within the jurisdiction of the Secretary of the Treasury” 
(sec. 1583, 28 U. S. C.). 

At the last meeting reference was made to a statement in the House Ways and 
Means Committee report on the 1932 Revenue Act discussing the Customs Court 
and its possible use in the excise tax field. This did not furnish any solution to 
the problem at hand. The statement made was: 

“Again, the matter of exemptions is a typical illustration. If additional exemp 
tions are made, an agency similar to the Customs Court will be required to deter- 
mine upon the proper classification of articles.” 

toth the Custom Court's and the Board of Patent Appeals’ decisions are appeal- 
able to the Court of Customs and Patent Appeals, again a court whose judges are 
appointed for life by the President. 


TAX COURT 


At the present time the Tax Court of the United States has jurisdiction over 
income, estate, and gift tax deficiencies. The general procedure is that once the 
statutory notice (90-day letter) is mailed to the taxpayer it may, within 90 days 
of the mailing of such letter, file a petition in the Tax Court to obtain a redeter- 
mination of the deficiency. It is not necessary for the taxpayer to pay the amount 
of the deficiency in order to resort to the Tax Court. The Tax Court was given 
special jurisdiction in World War II excess-profits tax relief provisions (sec. 722) 
and in renegotiation cases. 

CONCLUSIONS 


The recent reorganization of the Bureau of Internal Revenue provides for the 
handling of excise tax matters at the same time that the income, estate, and gift 
tax problems of a taxpayer are discussed with the Bureau’s field representatives. 
This is a change from the previous procedure where all excise tax problems were 
handled in the Washington office by the excise-tax unit. Now it is possible, or 
will be possible when the reorganization is fully operational, for a taxpayer to 
settle all of his Federal tax problems at one time and not have to present his 
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income-tax case to an internal revenue agent and his excise-tax problems to the 
excise-tax unit in Washington. With this amalgamation the need becomes obvi- 
ous for an appellate procedure to allow excise tax cases to flow, prior to the 
payment of the tax, from the Bureau of Internal Revenue into an organization 
comparable to the Tax Court. 

The Court of Claims and the Customs Court do not lend themselves to such a 
procedure, since their jurisdiction is confined almost solely to refunds. 

The best way to provide a means of deciding these excise-tax problems prior to 
the payment of the tax appears to be to permit these cases to be brought to the 
Tax Court. This would permit the same procedure to be followed that is now used 
for the income tax and will tie in very well with the Bureau reorganization. To 
accomplish this, however, new sections must be added to the end of chapter 29 of 


the code. The provisions in section 303 of H. R. 4775, 82d Congress, 1st session, 
can be used to accomplish this purpose. Section 303 permits the Commissioner 
to file with the taxpayer a 90-day letter and then allows the taxpayer to file a 
petition with the Tax Court and have the Tax Court decide the issues involved 
without requiring the tax to be paid prior to going to the Tax Court. This would 
also have the advantage of giving the same treatment to both income and excise 
taxes and permit the settlement of the taxpayer's problems for a particular tax- 
able period. This would simplify the procedure that is now in use in addition to 
providing the means of determining the issues without the taxpayer having to 
pay a large tax before he can proceed. 

It should be pointed out that if this change is adopted some provisions should 
be made to enlarge the Tax Court, for otherwise, with its present backlog of nearly 
12,000 cases, this remedy for excise-tax problems would be more illusory than real, 
because it would take several years to get a decision from the Tax Court. While 
this is another problem entirely, it would certainly tie in with the excise-tax 
recommendation and should be considered at the same time. 

Mr. Paut. Thank you. Based upon our studies, we urge that exist- 
ing law, regulations, and administrative procedures should be made 
to conform to these fundamental criteria: 

1. Excise-tax liability should be readily ascertainable in advance 
of sale: Unlike an income tax which is payable only in the event of a 
realized profit, a manufacturers’ exise tax is payable simply by virtue 
of the taxable sale or use of a given article. Frequently the excise tax 
is greater than the manufacturer’s margin of profit. Under such cir- 
cumstances, the failure of the manufacturer to compute properly and 
make provision for the tax in his selling price will result in the for- 
feiture of his entire profit. To prevent serious and irreparable losses 
to manufacturers, the law and regulations must furnish clear, com- 
prehensive, and readily applicable rules to permit the determination 
of the exact excise tax payable prior to the time of sale. 

The law contains no definition of the term “manufacturer.” The 
regulations are equally inadequate. While the Internal Revenue 
Service will rule upon given factual situations presented to it, such 
rulings are not published generally. The statutory concept of “who 
is the manufacturer” is basic to the administration of the law, yet 
there is no published body of law, regulations, or administrative rul- 
ings available to guide taxpayers in making this vital determination. 

Particular difficulty is encountered in those cases where the dis- 
tributor, rather than the producer of the article, will be deemed to 
be the manufacturer for excise-tax purposes because of the degree of 
control exercised by him over the manufacturing operation. The diffi- 
culties in distinguishing between repairmen and rebuilders of auto 
parts is well known to your committee. The need for an adequate 
statutory definition of the term “manufacturer” is most urgent. 

It is equally important that the articles which Congress intends to 
tax be clearly defined by statute in order to minimize time-consuming 
delays and controversies in securing administrative rulings with the 
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attendant risk of conflict with congressional intent. For example, 
after 21 years neither the service nor the electrioncs industry has any 
clear concept of what is meant by “radio receiving set” as this term 
is used in section 3404, Internal Revenue Code. 

The taxation of parts is another area where the lack of precise 
statutory definitions causes serious administrative difficulties. For 
the most part the law provides for the taxation of parts which are 
suitable for use on or in connection with a taxable end article. While 
language of this broad nature may be adequate from a legal stand- 
pol at it is much too v: ague to permit a manufacturer to determine 
whether or not a specific article meets the standards of “suitability” 
as this term may be sate ‘rpreted by the service. Despite the critical 
importance of the term “suitable for use” no ruling has been pub- 
lished by the service to guide taxpayers in its application to a given 
set of facts 

The satisfactory operation of a selective excise-tax system demands 
that the articles intended to be taxed be clearly defined by law. Vague 
references to broad classes of items conditioned upon subjective tests 
of usage, suitability, adaptability, and the like should be avoided. 
Problems of definition are a primary characteristic of a selective 
excise-tax system and would be considerably lessened under a uniform 
excise-tax system. 

2. Taxation should be limited to end articles of manufacture: The 
association recommends that excise tax apply only to end articles 
of manufacture as defined by law. The recognition of this principle 
would mean that articles would be sold tax-free for the further manu- 
facture of another end article whether or not taxable. The law now 

ide : generally fe rane xempt ion in the ec: ase of Si ales for the furt her 


manufacture of a taxable end article. In the case of auto and refrig- 
erator parts and, to a limited extent, in the case of radio parts, sales 
may be made tax-free for the further manufacture of nontaxable end 
articles. This latter type of exemption is sound and should be given 
universal application. This would avoid the arbitrary distinctions 
which now exist, would greatly reduce administrative and compliance 
difficulties, and would avoid the indirect taxation of end articles which 
fi 


Congress did not see fit to tax directly. 

Accessories for taxable end articles of manufacture should be taxed, 
if at all, to the extent precisely defined by the Congress. The current 
practice of taxing otherwise nontaxable articles only “when sold on or 
in connection with” the sale of taxable end articles is capricious in 
its application, creates serious competitive inequities, and is difficult 
to administer. If the Congress does not wish to impose excise tax on 
a given article, clearly it should not permit the tax to apply simply 
because of the c hi annels of trade through which it reaches the ultimate 
consumer. 

The selective taxation of spare, replacement, and repair parts pre- 
sents extremely difficult administrative problems and should be 
avoided particularly in those cases where the burden of compliance 
and enforcement cannot be justified by the revenues produced. The 
present law is highly selective, applying only to parts for automobile 
and trucks, radio and television sets, and refrigerators and quick- 
freeze units. The fact that Congress has not seen fit to impose a tax 
on parts for articles made subject to tax since 1940, with the exception 
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of television receivers and quick-freeze units, may be regarded as tacit 
recognition of the basic policy herein recommended. 

The taxation of parts is not required to prevent tax evasion by 
manufacturers of taxable end articles, and presents administrative, 
compliance, and enforcement problems out of proportion to the rev- 
enues received. Here again the problem would be largely eliminated 
under a uniform excise tax as advocated by the association. 

The tax should be imposed and administered uniformly without 
discrimination among taxpayers: Your committee, in the report 
accompanying the 1932 Revenue Act, stated : 

It is of the utmost importance that the tax be imposed and administered 
uniformly and without discrimination. Each member of a competitive group 
must pay upon substantially the same basis as all his competitors— 
and, I wish to emphasize— 
even though his sales methods may differ. It is expected that the officials in 
charge of the administration of the tax will confer with representatives of each 
particular industry and with groups of taxpayers confronted with similar prob- 
lems, and reach an agreement with them as to the methods by which the amount 
of their tax liability is computed. * * * Severe and justified criticism may be 
expected whenever one manufacturer is permitted to pay a lesser tax than his 
competitors. 

Unfortunately, the statute was imperfectly drawn with the result 
that the Commissioner of Internal Revenue was never given the 
authority to carry out the mandate to avoid excise-tax differentials 
among competitors caused solely by different sales methods. As a 
result the excise tax payable on a given article will vary greatly 
depending upon whether the manufacturer sells it to a n: ition: il dis 
tributor, a regional distributor, a local wholesaler, or to a retail dealer, 
since the manufacturer’s sales prices on which the tax is computed 
will vary in proportion to the selling and distribution costs which he 
incurs. 

To relieve the very serious competitive inequities which are caused 
solely by differences in sales methods, the Commissioner should be 
authorized to establish a “fair manufacturers’ price” whenever a 
manufacturer makes a sale of a taxable article at other than the 
first level of distribution within the industry in the ordinary course 
of trade. However, no taxpayer, at any time should be required to 
pay tax in excess of the tax that would be payable on his actual sales 
price in an arm’s-length transaction. 

This problem of tax discrimination caused solely by differences in 
sales methods is particularly acute under a selective excise-tax system 
if only because of the extremely high tax rates which are employed. 
While the problem and the need for granting relief would not entirely 
disappear, the scope and severity of the problem would certainly be 
materially ratte under a uniform excise tax imposed at a moderate 

rate. 

4. Exemption and special relief provisions should apply uniformly 
among all taxed products and industries: Exemption and special 
relief provisions create difficult problems of administration and should 
be resorted to only where necessary to the fair and practicable admin- 
istration of the tax. The law is now replete with special-purpose 
exemptions conditioned upon the particular usage of an otherwise 
taxable article. The exemptions conform to no apparent pattern 
and reflect a complete lack of uniformity in their statutory form. 
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The association believes that exemptions, where necessary, should be 
given uniform application as general administrative provisions and 
not limited to a specific article. 

Where required, exemptions should be related to the identity of the 
article or of the ultimate consumer. Exemptions based upon the 
ultimate end use of an article have proved extremely difficult to 
administer and should be avoided wherever possible. 

The law should present the least number of difficult adminis- 
trative and compliance problems: The administrative provisions of 
the law are poorly arranged, inadequate, cumbersome, and outmoded. 
They are in urgent need of thorough revision and recodification. 
For ex: umple : 

(a) Technicalities precedent to the allowance of credits or refunds 
require simplification. 

(6) The exemption-certificate method of validating tax-free sales 
between licensed manufacturers and jobbers serves little useful pur- 
pore, is costly to administer, and should be abandoned. 

c) Arbitrary limitations upon the allowance of credits and re- 
Pi on articles exported from the United States should be removed. 

(d) Taxpayers should be given the election to report tax liabilities 
on a calendar or accounting month basis. 

The need for legislative relief in these and other areas is more fully 
documented in the brief which will be filed with your committee. 

6. Excise-tax returns should be examined and closed within a reason- 
able period of time: It is essential that the excise-tax returns of all 
manufacturers be examined promptly by the Service (1) to assure 
uniform compliance with the law, and (2) to avoid the accumulation 
of unknown tax liabilities beyond the capacity of the taxpayer to 
pay. 

The announced policy of the Service to examine all Federal tax 
returns at one time warrants the reduction of the statute-of-limita- 
tions period for excise taxes from 4 years to 3 years so as to conform 
with the statutory period of 3 years for income taxes. 

Maximum publicity should be given to administrative rulings 
and policies: The most serious and widespread single complaint di- 
rected against the entire excise-tax system is that of the lack of ade- 
quate published rulings. Due largely to the inherent defects of the 
law itself and the regulations interpreting it, the administration of 
manufacturers’ excise taxes has been characterized by widespread re- 
sort to confidential interpretative rulings issued to individual tax- 
payers only upon application. Despite the fact that the Service issues 
hundreds of such rulings every year, fewer than 30 interpretations 
have been published in the Internal Revenue Bulletin during the past 
10 years. In many instances taxpayers must wait for many months 
for the Service to consider and pass upon the question presented. 
Frequently, contradictory rulings have been issued. 

Upon the commercial introduction of television in 1946, the Service 
determined that a “television receiver” did not constitute a “radio 
receiving set’’ but that radio components used in the manufacture of a 
television set would be subject to tax under a very complicated formula. 
Despite the tremendous importance of this policy and its universal 
application to the entire television industry, no published announce- 
ment was ever made. 
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The failure of the Service to publish all significant rulings has led 
to needless confusion, delay and expense, and, most important of all, to 
severe inequities among taxpayers. We urge that your committee 
take cognizance of this intolerable situation. Specifically, we recom- 
mend that Congress should authorize and direct the Commissioner of 
Internal Revenue to publish all significant excise tax rulings in a sepa- 
rate Internal Revenue Bulletin series reserved exclusively for this 
purpose. 

8. Appellate and refund procedures should permit the prompt, in- 
expensive determination of tax liabilities and recovery of tax errone- 
ously overpaid: Taxpayers now have no legal recourse from an ad- 
verse Service ruling prior to the time of sale and payment of the dis- 
puted tax liability. In such cases, the taxpayer’s sole remedy is to 
file suit for refund in a Federal district court or the United States 
Court of Claims. This costly and time-consuming procedure undoubt- 
edly has discouraged thousands of small manufacturers from contest- 
ing tax deficiencies which they believe have been improperly assessed. 

‘As a further condition precedent to the recovery of the tax deter- 
mined by the courts to have been erroneously and illegally collected, 
the taxpayer now has the almost impossible task of establishing that 
he has borne the burden of the tax. In an extreme application of this 
doctrine, the Service holds that tax erroneously overpaid on one sale 
may not be applied against a deficiency in tax due on another sale, 
notwithstanding the uncontroverted fact that the taxpayer will bear 
the burden of the net defici iency in tax for the period involved. The 
“burden of tax” concept is a statutory presumption which we believe 
does not bear economic analysis and for which no counterpart 1s 
found in any other phase of the Federal tax structure. The applica- 
tion of this doctrine results in the unjust enrichment of the Govern- 
ment by requiring it to retain tax moneys illegally or erroneously paid 
and to which it is not entitled. 

The association believes that the present appellate and refund 
procedures are inadequate and should be modified to provide: 

(a) The United States Tax Court should be granted jurisdiction 
in the field of excise taxation (1) to determine the legality of advance 
Service rulings issued prior to the time of sale or use, and (2) to 
redetermine deficiencies in tax prior to payment. The number of 
judges of the Tax Court should be increased in order to form a special 
excise-tax panel to expedite consideration of such cases. 

(5) Arbitrary limitations imposed upon the allowance of refunds 
and credits founded upon erroneous concepts of the economic burden 
of the tax have no proper place in an excise-tax system and should 
be repealed. 

In conclusion, I should like to emphasize that the principles of 
excise-tax administration I have presented apply to any form of 
manufacturers’ excise taxation. Embodiment of these standards in 
the law, regulations and administrative procedures would improve 
excise taxation by simplifying and reducing the cost of administra- 
tion, easing the burden of compliance and reducing inequities and dis- 
criminations among taxpayers. Integrated with a uniform tax, they 
would form the basis of a sound and enduring excise system in this 
country. 

Thank you very much. 
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The Cuarrman. Mr. Paul, you made a very remarkable statement 
that will be very helpful, I am sure. 

Any questions ? 

Mr. Esernarter. I want to make the same observation, that I am 
sure your suggestions will be very helpful. 

Mr. Pavut. Thank you, Mr. Eberharter. We will be glad to be of 
any service we can. 

Mr. Stmpson. With regard to selective excises, do you believe that 
they can be truly perfected by adjustments such as you have suggested, 
or through administrative procedures? 

Mr. Pavu. Thank you for asking that question. I would be very 
bold to try to improve on the statement made by Mr. Sligh that the 
present selective system is discriminatory It is bad taxation. A bad 
form of taxation may be made an intolerable form of taxation by poor 
administration, but it can never be made a good system of taxation 
by administration, however sound and enlightened. We believe the 
solution is the adoption of a uniform excise-tax system. 

Mr. Stmpson. Referring to your point 8, if I understand correctly, 
if a company collects $10,000 in excises and pays the Government 
$11,000 through error, it cannot get that $1,000 back easily although 
the Government admits it is an overpayment, nor can the company 
have it credited against another debt to the Government. Is that 
correct ? 

Mr. Pav. That is true. In the common situation, where the tax- 
payer is seeking to recover in cash an overpayment of taxes admittedly 
erroneously collected 

Mr. Stmpson. Collected by the Government ? 

Mr. Pauu. Yes. As a condition precedent to refund, the Govern- 
ment asks the taxpayer to show that he has borne the burden of the 
tax. That is almost an impossible burden to discharge. Certainly 
you distinguished members of the committee will remember the unjust 
enrichment taxation of AAA, processing tax refunds, with the prob- 
lem of measuring the effect of competition on prices, and other 
nebulous areas where proof of having borne the burden of the tax is 
almost impossible. 

I believe you will agree that if you increase prices, due to taxes, 
labor, or materials, or any other factor, you decrease your market. 
The fact you have collected taxes on sales made does not mean you 
have not borne a burden by reduced sales. 

I have in mind one case where the taxpayer was not seeking the 
recovery of anything. The Government was assessing a deficiency 
of $100,000. In the course of reexamination, the taxpayer found it 
had overpaid $50,000 on another article in the same period of time, 
and the taxpayer urged that the $50,000 be offset against the proposed 
deficiency of $100,000. The Government said, “No; to permit you 
to offset the overpayment, for which you have canceled checks in your 
possession, would constitute the allowance of a refund without show- 
ing you had borne the burden of the tax with respect to the sales 
on which the ov erpayment occurred.” We think that is an extremely 
harsh interpretation. 

Mr. Suarson. Your conclusion is that the Government gets money 
illegally that way? 

Mr. Pav. Most assuredly. 

Mr. Srwpson. Thank you. 
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The Cuamman. Thank you very much. I am interested in your 
suggestion to increase the personnel of the Tax Court. You are 
aware, Mr. Paul, of the backlog of cases that the Tax Court has? 

Mr. Paut. I am deeply aware , of the tremendous backlog the Tax 
Court has. 

The CuatrmMan. I have been advised that the number is 7,000 cases, 
but I wondered how many were in the excise-tax field / 

Mr. Pauu. None at all. The Tax Court does not have jurisdiction 
in that field. Our recommendation is that the Tax Court be given 
jurisdiction, because speed is of the essence that a special panel be 
established to specialize in and expedite excise tax cases. Mr. F. Cleve- 
Jand Hedrick, our counsel, made a very thorough study of the Cana- 
dian excise-tax system. Canada has established a so-called tariff 
board which performs two functions, it may review anticipatory rul- 
ings in advance of sale, and it may rede ‘termine definciency assess- 
ments prior to payment. In the last 2 or 3 years the Tariff Board has 
handled approximately 150 cases, and the average time from filing 
to determination is not more than a month, and only 2 out of the 150 
cases were carried to the next highest court of appeals. We were very 
much impressed by that record. 

The Cuarman. Thank you very much. 

Mr. Pau.. Thank you, indeed. 

The CHarrmMan. The next witness is Mr. Robert O. Thomas of the 
W. A. Sheaffer Pen Co., Fort Madison, Lowa. 

We are very glad to have you here, Mr. Thomas. Give your name 
and the capacity in which you appear. 


STATEMENT OF ROBERT 0. THOMAS, COUNSEL, W. A. SHEAFFER 
PEN CO., FORT MADISON, IOWA, ACCOMPANIED BY R. H. 
WHIDDEN, VICE PRESIDENT IN CHARGE OF SALES, W. A. 
SHEAFFER PEN CO., FORT MADISON, IOWA 


Mr. THomas. My name is Robert O. Thomas. I am a member of 
the board of directors and legal counsel of the W. A. Sheaffer Pea 
Co., Fort Madison, Iowa. Accompanying me is Mr. R. H. Whidden, 
the company’s vice president in charge of sales. 

We wish to thank the members of the House Ways and Means 
Committee for this opportunity to appear before the committee and 
to make this statement with regard to the manufacturers’ excise tax 
on writing instruments. 

We understand from the agenda that it is not the intention or de- 
sire of the committee to consider at this time the immediate repeal 
of existing excise taxes. For this reason we will direct and confine 
our remarks to a request that this committee consider the adoption 
of an April 1, 1954, termination date with respect to the manufac- 
turer’s excise tax imposed by section 3408 of the Internal Revenue 
Code—the excise tax imposed, at the manufacturer’s level, on writing 
instruments, 

The Revenue Act of 1951, as you will recall, provided for certain 
new excise taxes and for increased rates in existing excise taxes be- 
cause of the need for increased revenues resulting from the military 
demands of the Korean war. The record shows that these new taxes 
and increased rates were war emergency measures only. 
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It was this act that added section 3408 to the Internal Revenue 
Code, thus imposing for the first time a 15-percent manufacturers’ 
excise tax on fountain pens, ballpoint pens, and mechanical pencils. 
A tax of 20 percent at the retail level had previously been imposed on 
certain writing instruments that fell in the so-called luxury ¢ shaatthen 
tion. This latter tax still exists. 

The 1951 act also imposed, for the first time, a tax of 2 cents per 
gallon on diesel fuel but provided that this rate should be reduced to 
11% cents a gallon on April 1,1954. In addition, the act increased the 
rates on certain existing excises, such as those on cigarettes, automo- 
biles, trucks and buses, automobile parts, and gasoline, but, again, 
specifically provided that these increases should likewise terminate on 
April 1, 1954 

Even at rn at, the Revenue Act of 1951 wasn’t altogether a revenue- 
raising bill. In several respects, it was actually a tax-reduction bill. 
For example, the act either reduced the rates or increased the exemp- 
tions with respect to existing taxes on such things as admissions, 
cabarets and dance halls, telephone and telegraph messages, farm- 
equipment accessories, and photographic apparatus. 

We would like to call your attention to the fact that the 1951 act 
exempted from t tax those sporting goods that are used primarily and 
unive rsally by students in grade schools, high schools, and colleges. 
As stated in the House Ways and Means Committee report. accom- 
panying H. R. 4473 (the revenue bill of 1951), “for these reasons the 
first action of your committee with ee to the sporting-goods tax 
is to remove from the application of the tax specific types of articles 
which are used predominantly for school sports and by children.” 
We are particularly anxious that this cons sider: ation for schoolchildren 
be borne in mind because we feel—and we’re ous you will agree—that 
writing instruments are in much greater use by these same students 
and are considerably more important to our educational process than 
are wrestling head harnesses, push balls, and water polo equipment. 

Making, then, an overall appraisal of the Revenue Act of 1951, we 
believe it can fairly be said that the act was designed to give tax 
relief in several fields and to add tax burdens in a rather limited num- 
ber of others. And that the added burdens were intended to exist only 
for the period of the emergency. 

This being the case, it is our opinion that the failure of Congress 
to pe an April 1, 1954, termination date on code section 3408, as it 
had done with respect to the other new or increased taxes, was purely 
an oversight. This is borne out by the following portion of the report 
on the act prepared by the staff of the Joint Committee on Internal 
Revenue Taxation: 

The excise-tax changes made by the bill become effective on the first day of 
the first month which begins more than 10 days after the date of enactment of 
the bill. The bill also provides that the excise-rate increases are to expire on 
April 1, 1954. The increases in the occupational taxes on dealers in liquor and 
coin-operated gaming devices are an exception to this rule. These increases are 
permanent. 

You will note that, in the above quoted comment about termination 
dates, nothing is said one way or the other about the tax on writing 
instruments, again indicating an oversight on the part of Congress. 

Regardless of whether we're right or wrong about the inadvertency 
of this failure to establish an April 1, 1954, termination date on 





GENERAL REVENUE REVISION 1727 


writing instruments, we respectfully urge that this committee recom- 
mend the adoption of such to the present Congress. 

In making this request, we are not asking for immediate repeal 
of the tax. We are not ‘asking for preferred treatment. We are, 
however, asking that our industry and the millions of consumers who 
buy our industry’s products be given the same treatment that was 
accorded others by the Revenue Act of 1951. We are asking that this 
industry and its customers be relieved of the discrimination to which 
they are now being subjected. And, in asking this, we wish to empha- 
size that, because of the dealer’s legitimate markup on the tax, which 
is like any other increase in cost of goods, the consumer pays as much 
as or even more than twice the amount of tax actually imposed and 
collected by the Government. 

It is not necessary, we are sure, to point out to this committee 
the reasons why writing instruments should not be made to suffer 
discriminatory treatment under our tax laws. In no sense of the 
word are they luxuries. On the contrary, it is difficult to think of a 
product that is more practical, more utilitarian, and more essential. 
We have already mentioned their use by schoo] children. Add to this, 
if you will, the use and absolute need of w riting instruments in every- 
day living, in the social world, in the business world, and in a world 
constantly faced with military requirements. It is apparent, we 
think, that these products of such high and continuing essentiality 
should at least enjoy the same consideration that has been given to 
other products like cigarettes, wines, distilled liquors, and sporting 
goods. 

We mention this matter of essentiality because of what would ap- 
pear to have been a misunderstanding in the minds of the members 
of the House Ways and Means Committee when they were considering 
the imposition of a tax on writing instruments. For example, here 
is a quotation from the report of the House Ways and Means Com- 
mittee with regard to H. R. 4473 (the revenue bill of 1951) : 

Consideration was given to extending the tax on jewelry and related items to 
all fountain pens, ballpoint pens, and mechanical pencils, but this was discarded 
because the inexpensive types of such items are frequently sold in stores which 
are not accustomed to the collection of the jewelry tax. 

This line of reasoning would again indicate that the committee 
members were thinking ‘incorrectly of writing instruments in terms 
of jewelry or luxuries. It would also indicate that they were errone- 
ously relying upon the price tag alone for determining the classifica- 
tion or essentiality of the product. It strikes us that in a free economy 
the consumer is the only one who can really decide where essentiality, 
quality, and performance leave off and luxury begins. 

In others words, it would seem that the members of the House Ways 
and Means Committee really did extend the jewelry tax to writing 
instruments, except that they did it at a different level—but at the 
same increased cost to the consumer and only for the purpose of avoid- 
ing the problem of the store that wasn’t used to collecting a jewelry 
tax. 

As we mentioned at the outset, we wish to respect the committee’s 
request that the area of discussion regarding the subject of excise 
taxes be limited. For this reason only, we have refrained from re- 
questing the immediate and total repeal of all excise taxes on our 
products. These considerations, we presume, will be taken up later. 





1728 GENERAL REVENUE REVISION 


Meanwhile, we wish to repeat our request that an April 1, 1954, termi- 
nation date be put on the manufacturers’ excise tax on writing instru- 
ments. 

Thanks again for this opportunity to meet with you. If you have 
any questions, we will be glad to try to answer them. 

[ would like to add just a few comments. First, on the subject of 
revenue. It is our understanding that the tax on writing instru- 
ments during the 12 months’ period have provided income of about 
$8.5 million. 

The Cramman. How much? 

Mr. Tuomas. $8.5 million. That figure, however, is up for this 
reason: In the case of our own company, we have paid during the 
past 18 months about $118,000, which was done for the benefit of the 
smaller dealers and to protect him in the price market. The $118,000 
in the 18-month period is a reduction of the income, subject to the 
corporation income tax. 

Also, I would like to make this comment, that if the tax, the manu- 
facturer’s excise tax on writing instruments, were to be eliminated 
either on April 1, 1954, or before that date, that fact would not put 
other products to an additional disadvantage, with the possible excep- 
tion of cigarette lighters, ee were lumped together with the writing 
instruments in the 1951 act. In other words, we know of no product 
with which there is any aie competition that would be adversely 
affected if the tax were allowed to terminate. 

And on this subject of competition, I would like to give the com- 
mittee a brief picture of what we are up against, not only within our 
own industry, but in the face of competition from many industries, 
and I do not know of anyone who knows the picture any better than 
the man in charge of sales, and I would like to ask Mr. Wedden to 
cover that. 

The CramrmMan. We will be very glad to hear you. 

Mr. Weppen. Mr. Chairman, the fountain pen, because of its essen- 
tiality and its utility value and long life has come to be regarded as 
a very good gift item. Asa matter of fact, I notice the sales volumes 
very definitely pick up at the beginning of the gift season. 

We believe that the c onsumers throughout the country have certain 
set habits with respect to gift buying, and they may allocate a certain 
amount of money for that purpose, to spend on a particul: ir individual 
for gifts, and they proceed to get what, to their mind, is the best pos- 
sible value. 

Now, if the price on these essential items increases through the 
excise tax with no accompanying increase in the intrinsic value, it 
puts us in a very difficult position of having the consumer look at 
the writing instrument and say, perhaps unconsciously, “I do not 
think that it is worth the price that is being asked”; and proceeds to 
any one of the thousands of items that are available for gifts on which 
no tax applies, and where they hope to get a better value. 

Mr. Foranp. I was interested in the statement just made by the wit- 
ness, and I want to say that I agree, because here is a fountain pen 
that has lasted some 22 years. 

Mr. WepveN. It looks like a good old Sheaffer. 

Mr. Foranp. It is, and it was a gift, too. 

Mr. Weppen. Thank you. 
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Mr. Tuomas. Thank you, Mr. Chairman, that completes our state- 
ment. 

The CHamman, Our next witness is Mr. Chester K. Lovejoy. Will 
you give your full name and the capacity in which you appear, Mr. 
Lovejoy. 


STATEMENT OF CHARLES K. LOVEJOY, EXECUTIVE VICE PRESI- 
DENT, SCRIPTO, INC., ATLANTA, GA., ON BEHALF OF THE 
FOUNTAIN PEN & MECHANICAL PENCIL MANUFACTURERS’ 
ASSOCIATION 


Mr. Lovesoy. Yes, Mr. Chairman. 

I am Charles K. Lovejoy, executive vice president of Scripto, Inc., 
of Atlanta, Ga. I am representing the Fountain Pen & Mechanical 
Pencil Manufacturers’ Association, whose members account for 90 
percent of the volume of the industry. There are 265 manufacturers 
of mechanical writing instruments, of which 260 are small business. 

The Revenue Act of 1951, section 3408, imposed a 15 percent manu- 
facturer’s excise tax on certain functional fountain pens, ball pens, and 
mechanical pencils. This tax was an extension of an earlier jewelry 
tax, title 26 of the United States Code, section 2400. The law as it 
presently stands, makes no provision for a termination of the later tax. 

The relief sought is, specifically, an amendment to section 3408 
which will provide for a definite fixed time for the expiration of the 
later imposed 15 percent manufacturer’s excise tax. It is earnestly 
requested that the removal of this tax be accomplished at as early a 
date as possible. The basic concept of excise taxes has taken a strange 
twist to include purely functional mechanical writing instruments as 
subject to its burdens as they are a fundamental necessity of our eco- 
nomic life. For the reasons that will follow it is urged that provision 
be made for its immediate or early termination. 

The first information received by the industry that fountain pens, 
ball pens, and mech: inical pencils were subject to a proposed manu- 
facturer’s excise tax was through a news bulletin dated May 14, 1951, 
which reported the action to your committee. The ac tion taken by 

said committee is reported in paragraph 10 of that bulletin as follows: 

Make no change in the rate of tax on jewelry but to extend the base to include 
cigarette and cigar lighters, fountain pens and ball pens and all mechanical 
pencils. Estimated revenue, $88 million. Reject a proposal to tax silver-plated 
flatware. 


Our industry was not given an opportunity to be heard before this 
committee. 

However, the bulletin quoted above refers to the tax on mechanical 
writing ins struments as an extension of the jewelry tax. The industry 
believes that it is this erroneous classification, erroneous because 
mechanical writing instruments are not luxury items, which led to 
their being included on the excise tax statutes in the first place. I 
wish to dispose immediately of this erroneous concept that functional 
mechancal writing instruments are luxury items. Many of us have 
fine mechanical writing instruments in our possession today. They 
are ornamented with precious metal, taxable under the jewelry tax 
at 20 percent at the retail level. Do we wear them as a piece of jewelry, 
an ornament, or do we carry them to use? The answer is obvious, we 











1730 GENERAL REVENUE REVISION 





carry them to use. The utilitaria mechanical writing instrument in 
no way has anything in common with, or vaguely resembles, a luxury 
item such as jewelry. 

The 15 percent manufacturer’s excise tax is a discriminatory tax. 
Here is the proof: 

And may I rise and point to the chart illustrated on the board? 

The Carman. Yes, certainly. 

Mr. Lovesoy. On this display board is a representative collection 
of the products of the entire writing instrument industry. 

Group 1 isa selection of mechanical writing instruments ornamented 
with precious metals and taxed at retail under the jewelry tax at 
20 percent. We do not and have not at any time taken issue with 
this tax as it applies to all on an equal basis. 

Group 2 is a selection of mechanical pencils that, by the Bureau of 
Internal Revenue’s definition, are nontaxable. 

And in this respect, these are the mechanical writing instruments 
advertised in the advertisement here under date of March 1953, in 
“Office appliance.” They are advertised as mechanical writing instru- 
ments, and it says so. They are not taxed, because the definition of 
mechanical pencil, as determined by the Bureau of Internal Revenue, 
excludes them. The definition is based upon an arbitrary decision, 
not whether they are mechanical or not. 

Mr. Enernarter. In operating these pencils in group 2, in order 
to get them to work, you make a turn—is that what is done mechani- 
cally? 

Mr. Lovesoy. They are mechanical pencils indicated in group, used 
by bookkeepers, students, draftsmen, artists, and so forth. How can 
such a discrimination be justified ? 

Group 3 represents the nonmechanical writing instruments which 
are not subject to any excise tax whatsoever. 

Group 4 presents the products of our industry, functional mechani- 
cal writing instruments, taxable at 15 percent at the manufacturer’s 
level, and without provision for a date of termination. We do protest 
this tax as discriminatory. 

This comparison of products proves discrimination within the 
industry. It proves that the mechanical section is taxed in its entirety 
and that all other divisions are not. This tax is unfair and discrimi- 
natory. 

As disturbing as this is there is a second way in which we suffer from 
discrimination. 

For instance, this great country of ours occupies the position of 
world leadership because of the wisdom of our statesmen and the 
soundness of our democratic form of government. Our national 
economy is strong because of the efficiency of government, business 
and the worker, comprising an unbeatable team. The existence and 
continuance of all this depends on efficient tools—the tools by which 
the great masses of peoples earn their living. The mechanical writing 
instrument is the tool of commerce, business, government, the military. 
Freight does not move without a written order. Production stops if 
administrative and clerical staffs have nothing by which they can 
write. Conceive of a military operation without written orders or 
communications. hy bith in all kinds of operations—civilian or 
military—is basic. Some kind of portable writing instrument is 
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necessary—and mechanical instruments do this job with far greater 
efficiency than any other type. 

Tools by which the great masses of the people earn their living 
include the carpenter’s hammer, mason’s trowel, toolmaker’s microm- 
eter, painter’s brush, machinist’s gage, plumber’s wrench, electrician’s 
pliers, and many, many others that time does not permit me to men- 
tion. Are any of these any more essential than mechanical writing 
nstruments? I am sure you will agree they are not. Are any of 
them taxed? No, they are not, and I am sure that we all agree they 

should not be. But why tax functional mechanical writing instru- 
nents which are of equal essentiality to these? It can safely be said 
hat there is no other tool of utilitarian value and universal use, com- 
parable to the mechanical writing instrument, that is taxed. This 
tax discriminates against large masses of working people. 

Educational surveys indicate that 90 percent of those of school age 
ise mechanical writing instruments. The American Council of Edu- 

tion and the National Education Association estimate that 85 per- 
cent of all students personally purchase mechanical writing instru- 
ments. This is recorded in the brief which we are filing with this com- 
mittee. Why should school kids pay a tax on school necessities ? 

Taxes on luxury items, such as cigarettes and liquor, can be avoided 
by not smoking or not drinking, but a tax on a necessity cannot be 
avoided. We must have tools, we must have mechanical writing 

struments to work with—and now we are having to pay a tax in order 
to have tools by which we earn our living—those of school age are hav- 
ng to pay a tax to equip themselves w ith the necessar y tools of compul- 
sory education. 

This tax is un-American, undemocratic, and unfair because it dis- 
criminates against one group of necessities. It singles out the most 

efficient writing tool in our Nation and puts a tax on its very efficiency. 
Therefore, we ask that this burdensome and discriminative tax be 
removed. 

Is the revenue from this 15-percent manufacturer's excise tax real in 
fact? No; itis not. This is because some of the e xcise tax has been 
absorbed by manufacturers instead of its being passed along to retail 
levels. This in effect reduces corporate taxable income. 

This law has established a competitive situation that has forced 
many members to absorb part of the tax. The effect of this is not 

wholly known, but we do know what the industry has been forced to 
do to maintain sound prices, and the result is lower corporate taxable 
income. No; the revenue reported by the Internal Revenue Service 
does not reflect the true net increase of revenue received. 

The reported revenue from section 3408 for the year ending May 
31 is $12,077,000. Breaking out the cigarette lighter revenue, we esti- 
mate that mechanical writing instruments produced about $8,500,000. 
How much of this amount represents additional revenue and how 
much represents losses in corporate taxable income can be determined 
only by a lengthy investigation. However, I am convinced that, if the 
facts were known, the real amount collected would be substantially 
less than indicated. 

It is a fact, gentlemen, that the removal of bread from every store 
and pantry shelf would have a less damaging effect on the Nation’s 
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economy than would the elimination of mechanical writing instruments 
because there is no substitute for them. 

There is no other tool used by people to earn their living that is 
taxed. In other words, the mechanical writing instruments is the 
only tool used by people to earn their living that is taxed. 

The Fountain Pen & Mechanical Pencil Manufacturers’ Association 
respectfully urges that this committee amend section 3408 so as to pro- 
vide for an immediate termination of the manufacturer’s excise tax 
on pens and pencils. Because of the discriminatory character of the 
tax it is suggested that a date prior to April 1, 1954, is proper. 

The Cuarrman. Thank you very much for your appearance. 

Mr. Lovesoy. Thank you. 

The CuairmMan. Our next witness is Mr. Roger B. Jones, represent- 
ing the American Petroleum Industries Committee. We are very glad 
to have you here, Mr. Jones. 

Will you give your full name and the capacity in which you appear? 


STATEMENT OF ROGER B. JONES, ESQ., REPRESENTING THE 
AMERICAN PETROLEUM INDUSTRIES COMMITTEE 


Mr. Jones. My name is Roger B. Jones, and I am appearing for the 
American Petroleum Industries Committee, and I want to discuss 
the Federal gasoline tax historically, and some of the unnecessary bur- 
dens and some suggested remedies. 

In 1932, when Congress first considered imposing a tax on gasoline, 
it found that this seemingly simple action involved unusual complica- 
tions. 

First of all, Congress had to determine exactly what gasoline was— 
for the purpose of writing a statute to tax it. 

Second, it was found that there were other products, similar to gas- 
oline, which could be used alone or when blended to propel motor 
vehicles on the highways. Yet these same products were marketed 
for agricultural and industrial uses that Congress did not want to 
tax. 

To solve this problem, Congress incorporated, in the Federal gaso- 
line tax law, definitions of class A and class B products. Class A prod- 
ucts were all products commonly known as gasoline, and these were 
made subject to the tax, regardless of use. In ‘class B were those prod- 
ucts similar to gasoline which were not manufactured for such pur- 
poses but which conceivably could be used either alone or when blended 
to propel motor vehicles, motor boats, or airplanes. In the case of 
such class B products, Congress decided that they should be taxed 
only when sold for use or actually used for a taxable purpose. Exam- 
ples of products in this class are naphthas, solvents, and tractor fuels. 
In interpreting the statute, the Bureau of Internal Revenue concluded 
that when these products were sold for uses not subject to the Federal 
gasoline tax, the purchaser could obtain tax exemption only, by filling 
out an exemption certificate. 

It was then thought that these exemption certificates were absolutely 
necessary to prevent the tax-free use of taxable-products. In view of 
the lack of experience in this field of Federal taxation and the prevail- 
ing conditions of that time, the oil industry acquiesced in this arrange- 
ment. Though my industry opposed Federal taxation of gasoline in 
principle, it wanted full collection of the revenue from this levy. 
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Aside from motives of ordinary good citizenship, the petroleum 
industry has always been understandably anxious to insure full en- 
forcement of gasoline tax laws. For gasoline tax evasion, whether at 
the Federal level or the State level or both, can cause terrible upsets 
in the gasoline market. As that market functioned in 1932, exemption 
certificates seemed necessary for nontaxable sales of class B products. 

However, in the 21 years since the Federal gasoline tax was en- 
acted, tremendous changes have taken place in the petroleum indus- 
try. Markets are now more specialized. Products are more special- 
ized. Whereas in 1932 the class B products constituted a relatively 
insignificant market, these products are now in very extensive use in 
many nontaxable operations. 

Mr. ExserHarter. May I interrupt you for a question ? 

Mr. Jones. Certainly. 

Mr. Exsernarter. Mr. Jones, you are not asking for anything more, 
or recommending any more than Mr. Tuttle? 

Mr. Jones. That is all. 

Mr. Exsernarter. General counsel of the Treasury Department. 

Mr. Jones. I touch upon that in a moment. 

Mr. Exsernarter. That is all you are asking, all you are recommend- 
ing? 

Mr. Jones. Yes. 

On the other hand, automobile manufacturers have improved their 
engines to such a degree that the gasoline sold today is only a distant 
cousin of the gasoline sold in 1932. It is no longer practical to use 
the so-called class B products in the engine of a modern automobile. 
To do so would be to risk very serious damage to that engine. Fur- 
thermore, many of these class B products now sell for more than the 
price of gasoline, eliminating any price advantage in using these 
products in an automobile or truck. 

Thus later developments have wiped out one of the chief reasons 
why the petroleum industry acquiesced in the definition in the Fed- 
eral gasoline tax law as adopted in 1932. 

But even more important, the exemption certificates, which seemed 
an inoffense safeguard in 1932, have now become an onerous nuisance 
and burden to the petroleum industry, its customers and the Bureau of 
Internal Revenue. 

When an oil company sells tractor fuel to a farmer, the tank wagon 
driver making the delivery must obtain that farmer’s signature on an 
exemption certificate. Otherwise, the farmer will have to pay the 2 
cents Federal gasoline tax on every gallon of his purchase. So that 
means the farmer either has to wait around for the delivery to be made 
or he has to be called out of the fields—away from his work—to sign 
the exempt certificate. 

Then the tank-truck driver must take this signed certificate back 
to his headquarters, and it has to be processed through the channels 
of his company to a central office. There it must be kept on file until 
the auditors from the Internal Revenue Service have an opportunity 
to check it. 

A dealer or jobber who handles any of these class B products is re- 

uired to pay the Federal tax to his supplier. If he sells the products 
ar a no-taxable use, he must obtain an exemption certificate from 
his customer and return that certificate to his supplier, who will 
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then credit him for the tax. Think of the voluminous paperwork 
involved in all these steps. 

When you consider that the oil industry processes more than a mil- 
lion exemption certificates every year, you can see what a burden this 
requirement is to my industry, to the consumers of class B products, 
and to the Internal Revenue Service. 

I have cited the example of the farmer, but there are countless other 
examples I could mention. In 1932 naphthas and solvents were not 
particularly important petroleum byproducts. Today they are very 
important indeed. 

Let me mention a few examples of their use. Industrial solvent 
naphthas—class B product—are used in rubberized fabrics, water- 
proofing material; rubber cements; certain artificial leather goods; 
degreasing wool; toluol substitute; diluents for airplane dopes; oil- 
cloth substitutes; lacquers; lacquer enamels and bronzing liquids; ex- 
traction solvents for vegetable and animal fats and oils; solvents for 
polishes and cleaning preparations; thinners for varnishes, varnish 
stains, and enamels and other paints; thinners for oil varnishes used 
in making patent leather; solvents for use in stove polishes and shoe 
polishes; solvents for washing type; paint retarders; dry-cleaning 
solvents: and as a base for insecticides. 

This glimpse of the extent of the use of these products gives some 
idea of the magnitude of the industry’s task in collecting, processing, 
and filing the exemption certificates that must be obtained with every 
sale of these industrial solvent n: iphthas, 

Conditions change and the law must change with them. Provisions 
in the Federal gasoline tax that were right and reasonable in 1932 are 
now unrealistic, impractical, and burdensome. It could truly be said 
that these provisions have long outlived their usefulness. 

The danger that Federal tax revenue might be lost through the use 
of solvents, naphthas, or tractor fuel as substitutes for gasoline has 
long passed. The redtape that was necessary when this seemed a 
real danger should now beeliminated. This is the feeling of the petro- 
leum industry, and it is the feeling of the Treasury Department. I 
believe it will be the feeling of the ‘Congress when you have analyzed 
this question. 

We submit that the hardships necessarily entailed in the Federal 
gasoline tax law as it presently stands can be readily and safely elimi- 
nated. As a first step, we feel that the definition in the law should be 
changed so that the tax would apply to the product commonly or com- 
mercially known or sold as gasoline. Then we feel that class B prod- 
ucts should be sold tax free without exemption certificates, but that they 
may be subject to tax when and if sold for use or used for a taxable 
purpose; the arrangement we propose would provide the necessary 
protection in the event class B products are so used. 

I have indicated that the attitude of the industry in this matter of 
exemption certificates supports the position of the Treasury Depart- 
ment. As evidence of this, I would like to cite from a letter written 
by Mr. Elbert P. Tuttle, General Counsel of the Treasury Depart- 
ment, to Mr. Colin F. Stam on February 17 of this year. 

In his letter, Mr. Tuttle recommends that gasoline be redefined to 
eliminate commercial solvents, naphthas, and tractor fuel, thus doing 
away with the need for exemption certificates. He states his opinion 
that this change can be brought about only by a revision of the statute 
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because he does not believe that his bureau could by regulation elimi- 
nate the tax and exemption plan contained in the law. Mr. Tuttle 
further states that he has asked the revenue bureau to— 

undertake a complete study of the base of the gasoline tax and to prepare a 
draft of legislation which would exclude from the tax base commercial solvents, 
naphthas, farm tractor fuel, and any other products which the study indicates 
are not used as fuel for the propulsion of motor vehicles, motorbvats, or 
airplanes. 

Besides the Treasury Department, Members of Congress have also 
been aware of this problem for some time. A number of bills have 
been introduced in past Congresses to give consumers, the Bureau, 
and the petroleum industry relief from the unnecessary burdens of 
Federal gasoline tax exemption certificates. In the present Congress, 
Mr. Curtis of Nebraska, has introduced H. R. 5989 for this purpose. 
A companion bill, S. 2238, has been introduced by Senator Butler. 

The industry I represent wholeheartedly endorses the objective of 
these bills, though we feel there are some minor problems still to be 
worked out. We are consulting with the Internal Revenue Service 
on this subject now, and when this problem comes before your com- 
mittee we are sure the revenue bureau wili make its views known to 
you. 

We cannot allege that this proposed legislation is the most urgent 
proposal to be considered by this committee; but to countless thou- 
sands of local oil men, tank-wagon drivers, and farmers this proposed 
legislation is extremely important. It is important because the pres- 
ent law requires that they now perform a time-consuming, 
and expensive task. 

We, in the industry, have made partial surveys to determine what 
portion of the class B products are ultimately exempted from the 
Federal tax, and the figures indicate that substantially all of such 
products are ultimately ‘freed of the tax, and it is likely that the bal- 
nod would be exempt if the consumer or the farmer went to the 
trouble of completing the exemption certificate. 

It is therefore spparent that the taxing effort is nothing but 
“love’s labor lost” for the Government doesn’t receive any revenue 
for its effort nor from the efforts of all the taxpayers or tax collectors. 

If there was ever a need for the present system, that need has long 
since ceased to exist; and we respectfully suggest that this require- 
ment could well be eliminated by the adoption of the legislation now 
under consideration by this committee. 

When this problem comes up for decision by your committee, the 
petroleum industry will be glad to place its technicians at your dis- 
posal in working out a solution. These experts are available at your 
pleasure. 

I would like to conclude by expressing the appreciation of the in- 
dustry for your patience in permitting me to discuss this problem 
with you. It shows a very admirable concern for the welfare of 
the taxpaying public, and a genuine desire to do all you can to re- 
move unnecessary encumbrances from the heavy burden of taxation 
we are all carrying. ‘Thank you for your interest. 

The Cuarrman. We thank you for your appearance, and the very 
fine presentation you have made to the committee. 

Mr. Jones. Thank you. 

The CuatrMan. Our next witness is Mr. Halfpenny. I believe you 
have some associates with you, Mr. Halfpenny. 


useless, 
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STATEMENT OF HAROLD HALFPENNY, ESQ., COUNSEL, INDUSTRY- 
WIDE COMMITTEE FOR THE ELIMINATION OF DISCRIMINATORY 
AUTOMOTIVE EXCISE TAX 


Mr. Hatrrenny. Yes, Mr. Chairman. We formed an industrywide 
committee in this automotive field to save the committee’s time; and 
also to prevent duplication by the various trade associations, and we 
have just some brief statement to make in addition to the briefs we have 
filed. 

The CHamrMan. Will you introduce those with you for the record ? 

Mr. Hautrrenny. Yes. Mr. Chairman; I would like to introduce my 
associate, Mr. Richard Hahn, and also Mr. Robert E. Phelps, Wash- 
ington, D. C.; Mr. Hayes, of Chicago; Mr. H. B. Truslow, a member 
of the committee; and Mr. Ira Saks, chairman of the industry 
committee. 

We are appearing for an industrywide committee to remove dis- 
criminatory automotive tax created by Automotive Engine Rebuilders 
Association, Automotive Parts Rebuilders Association, Motor and 
Equipment Manufacturers Association, National Automotive Parts 
Association, and National Standard Parts Association, whose thou- 
sands of members are engaged in the manufacture, wholesale distri- 
bution, or reconditioning of the automotive parts which are so essential 
to the maintenance and continued operation of the 60 million automo- 
biles, trucks, and buses in our country. 

We appear before this committee in regard to section 3403 (c) of the 
Internal Revenue Code which imposes an excise tax on manufacturers 
of automotive vehicles, parts, and accessories; to protest especially this 
tax on parts required to keep cars in repair. More specifically, we 
desire to record the confusion, discrimination, and injustice created by 
the rulings of the Treasury Department, which affect members of our 
industry engaged in the repair, reconditioning, and rebuilding of 
automotive parts. 

Tam sure that this committee is very conversant with our problem, as 
we have appeared at previous hearings in regard to it. During the 
8ist Congress we had the privilege of appearing before this committee 
when your honorable chairman was the ranking minority member, 
and his aid as well as the members of that committee in regard to our 
problem was most helpful—for which everyone in our industry is most 
grateful. 

The Treasury Department holds that repairing, rebuilding, or re- 
conditioning of used automotive parts is the manufacture of automo- 
tive parts, and is taxable under section 3403 (c). Although the tax has 
been paid on the automotive parts when originally manufactured, and 
although the Treasury Department concedes that liability for the tax 
is not incurred in the repairing, rebuilding, or reconditioning of a 
used automobile, truck, or motorcycle, it has taken varied positions 
with respect to the repairing, rebuilding, or reconditioning of used 
automotive parts. 

The Treasury Department holds that the reconditioning of some 
automotive parts is taxable while the reconditioning of other automo- 
tive parts is not taxable. 

The Cuarrman. There is a great deal of conflict in the various sec- 
tions of the country on the part of enforcement. 

Mr. Hatrrenny. That is right. 
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The Cuatrrman. Which is quite difficult. 

Mr. Hat¥rrenny. And that has been compounded recently by reason 
if the fact that some of the collectors’ districts have received the rul- 
ings, and other have not, which has caused a great deal of confusion 
ind caused a great deal of discrimination and injustice in the enforce- 
ment of the law. 

There is no way for the Treasury Department to determine the 
exact amount they are collecting in taxes on such repairing, rebuild- 
ing and reconditioning of used automotive parts. A nationwide 

— conducted by us to determine the amount of tax collected 

nder these interpretations, indicates that the amount involved is 
coeielen itely only $1,000,000. It actually costs the Goverment more 
to enforce and collect this tax than the Government receives from it. 
Our proposed amendment is the only way to eliminate the present 
uncertainty, misunderstanding and harassment of thousands of small 
taxpayers, with no appreciable loss to the Government 

This problem was presented to this committee in the 40’s and was 
again presented to the House Ways and Means Committee on Febrnary 
20, 1950, in support of H. R. 6563, introduced by your = eat . le 
Chairman, and H. R. 5645, introduced by Congressman Vursell of 
Lllinois. 

As a result of the committee hearings, the revenue bill of 1950— 
H. R. 8920—as recommended by the committee, contained an express 
amendment to section 3403 (c) so as to tax— 

Parts or accessories (other than tires, inner tubes, radios, and rebuilt, re- 
‘onditioned, or repaired parts or acessories sold as such) * * *. 

‘he House of Representatives passed this bill on June 29, 1950, 
and it went to the Senate. But the outbreak of the Korean War re- 
sulted in the shelving of all tax changes for that session. 

Partial relief was obtained, however, through an amendment to 
section 3403 (c) by the Revenue Act of 1951, which eliminated excise 
tax on the value of a used part taken in exchange for a repaired, rebuilt, 
or reconditioned part, for which the industry was thankful. 

And on behalf of this committee we should like to thank the Congress 
very much for the great relief afforded. 

I would like to point out one other thing: Would you believe it, 
gentlemen, that the Treasury Department now considers your butcher 
or grocer to be the manufacture r of automotive parts, when he gets 
his delivery truck repaired? Early this year, under the ruling issued, 
if your grocer takes his truck into a repair shop and has the engine 
block rebored, or the crankshaft reground, he must sign a statement 
saying that he cada stands that he is a manufacturer of the part being 
repaired, or that he will pay to Uncle Sam an 8 percent manufacturer’s 
excise tax on the amount of the repair job. 

The Treasury Department says that if the repair shop operator fails 
to get such a signed statement from the vehicle owner, the repair 
shop operator will be presumed to be the manufacturer of the re- 
paired part. 

Mr. Exseruarter. You mean that if the owner rebores the engine 
or regrinds the valves that he is considered a manufacturer ¢ 

Mr. Hatrrenny. That is right. 

Mr. Exsernarter. Where some article is replaced, the same thing 
would apply? 
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Mr. Hatrrenny. Presumably. 

Mr. Stmpson. When they get their tire repaired, the same thing 
would apply? 

Mr. Hatrrenny. They have not extended the excise tax, the ruling, 
that far as yet. 

I would like to offer for the record the authority of the Treasury 
and their interpretation. 


Department which pertains to the ruling, 
1 believe you have a copy of it. 

The CHARMAN. Without objection it will be made a part of the 
record. 

(The statement referred to follows :) 


HALFPENNY & HAHN, 
Chicage¢, Ill., April 27, 1958. 
Re excise tax manufacturers, automotive parts. 
COMMISSIONER OF INTERNAL REVENUE, 
United States Treasury Department, 
Washington 25, D. C. 

Dear Str: Enclosed herewith is a copy of a ruling called to our attention, pur 
portedly issued by Mr. H. T. Swartz, head of Technical Ruling Division. The 
ruling relates to excise tax under I. R. C., section 3403 (c), on rebuilt automotive 
engines and engine blocks. 

As counsel for several national and local associations of firms engaged in re- 
building engines and other automotive parts, we have been virtually flooded with 
inquiries with respect to this ruling, and would appreciate your advice on the 
questions presented. 

Inasmuch as this ruling appears to greatly expand the scope of the statute, 
regulations, and former practices of the Treasury Department in asserting tax 
liability. your fullest cooperation in replying immediately is urgently requested 
so that firms engaged in rebuilding activities can be promptly advised of any new 
requirements 

Specific problems are as follows: 

1. A company is a wholesale distributor of automotive parts. It also operates 
a machine shop wherein it does custom rebuilding of engines, always returning 
the identical engine to the customer (car dealer, repair shop operator, or fleet 
owner) who brought it in. A company does not stock rebuilt engines for sale 
either outright or on an exchange basis. Must the A company obtain from its 
customer the statement described in paragraph 2 of the ruling in order to over- 
come a presumption that the A company is a manufacturer of the custom-rebuilt 
engine? 

2. B company is a ear dealer or repair shop operator, with facilities for re 
building engines of car-owner or truck-owner customer. It rebuilds such engines, 
returning the identical engine to the vehicle-owner customer who brought it in. 
Must the B company obtain from its customer the statement described in para- 
graph 2 of the ruling in order to overcome a presumption that the B company is a 
manufacturer of the rebuilt engine? Is the vehicle-owner liable for manufac- 
turers’ excise tax? 

3. C company is an engine rebuilder, selling rebuilt engines on which it regu- 
larly pays excise tax. It also does custom rebuilding for fleet operators, always 
returning each such engine to the customer who brought the engine in. It iden- 
tifies each customer’s engine by the serial number on the block. In disassembling 
the engine prior to machining certain parts, cleaning certain parts and replacing 
certain parts, some of these constituent parts go into bins where their identity 
is lost. Therefore, in reassembling the engine, although the customer gets back 
his own block and some parts of his engine, other parts may or may not be the 
customer’s. In order to overcome the presumption that C company is a manu- 
facturer of such a custom rebuilt engine, is it necessary that each rebuilt part 
of the engine be the identical part brought in by the customer? 

4. If the answer to problem 3 is in the affirmative, does “each rebuilt part 
of the engine” mean only those parts on which “machining, rewinding, or com- 
parable operations are performed” (see S. T. 932); or does it include auto- 
mobile parts which are merely disassembled, cleaned, and reassembled; or doeg 
it include even nonautomobile parts such as nuts, bolts, and washers? 
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5. D company, E company, and F company, respectively, are rebuilders of 
automobile crankshafts, shock absorbers, and generators, on which machining 
or rewinding operations are performed. In addition to selling their rebuilt prod- 

cts, on the sale of which they regularly pay excise tax, they each do custom 
rebuilding in which the identical part is returned to the customer who brought 
tin. In order to overcome a presumption that it is the manufacturer of such 
custom-rebuilt crankshaft, shock absorber, or generator, must the company obtain 
from its customer the statement described in paragraph 2 of the ruling; or are 
the principles stated in that ruling applicable only to rebuilders of engine and 
engine blocks? 

6. What section of the Internal Revenue Code imposes liability for mannu- 
facturers’ excise tax upon the vehicle owner, who has an automobile engine re- 
built and returned to him “when the article is sold by him or is used in the 
operation of his business?” 

7. Does the enclosed form entitled “Rebuilt Automotive Parts—Customer's 
Statement” embody the requirements of the statement described in paragraph 2 
of the ruling? 

Very truly yours, 
RicHArpD F. Hawn. 


In general, there is a presumption that any person engaged in rebuilding auto- 
mobile engines or engine blocks is the manufacturer of all engines or blocks 
rebuilt by him and is liable for the tax applicable to his sale or use of such 
irticles. 

Where it is alleged that a rebuilder does not acquire title to an engine or a 
block rebuilt in behalf of a customer the rebuilder, in order to overcome the 
foregoing presumption, is required (a) to have a copy of a contract, corre- 
spondence, or other statement signed by the customer specifying that parts 
furnished by the customer remain his property, that the customer is the manu- 
facturer of the rebuilt article and understands he will be liable for the applica- 
ble tax when the article is sold by him or is used in the operation of his business, 
and (b) to show that the parts furnished by the customer are actually returned 
to him instead of being accepted in exchange for parts furnished by the rebnilder. 

Under the circumstances in this case the dealer is liable for the tax applicable 
to the rebuilt engine or block sold by him provided the conditions as outlined 
above are established. The dealer may be allowed a credit for tax paid on any 
new parts purchased by him or by the rebuilder and used in rebuilding the 
taxable engine block. The amount of any such credit must be established in 
accordance with section 316.204 (formerly 316.94) of regulation 46, relating to 
credits and refunds in general. 

H. T. Swartz, 
Head, Technical Ruling Division. 


Rervurtt AUTOMOBILE PARTS—CUSTOMER’S STATEMENT 


(Date) 


(Address) 

This is to certify that the automobile parts specified in the accompanying order, 
which parts are furnished by the undersigned for rebuilding, shall remain the 
property of and be returned to the undersigned; that the undersigned is the 
manufacturere of such rebuilt parts for the purposes of Federal manufacturers’ 
excise tax and understands that he will become liable for such applicable tax 
when the parts are sold by him or used in the operation of his business. 


(Name) 
(Address i” 


(Signature and Title) 
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UnitTep STaTes TREASURY DEPARTMENT, 
OFFICE OF COMMISSIONER OF INTERNAL REVENUE, 
Washington, D. C., June 17, 1958. 
HALFPENNY & HAHN, 
Chicago 2, Ill. 
(Attention: Mr. Richard F. Hahn.) 

GENTLEMEN: This is in reply to your letter dated April 27, 1953, requesting a 
ruling relative to the applicability of the tax imposed under section 3403 (c) 
of the Internal Revenue Code as amended, to rebuilt automotive engines and 
engine blocks under certain circumstances set forth in your letter. 

You refer to a recent ruling of the Bureau in which it was stated that where it 
is alleged that a rebuilder does not acquire title to an engine or a block rebuilt 
in behalf of a customer the rebuilder, in order to overcome the presumption that 
he is the manufacturer and liable for the tax on the article, should have written 
evidence in the form of a contract, correspondence, or other statement signed by 
the customer showing (1) the used articles, either specifically or by class, re 
ceived from the customer for rebuilding, (2) that the customer has retained the 
title thereto, and (3) that the customer acknowledges his responsibility to ac- 
count for and pay the tax on his sales (if any) of the rebuilt parts, and the tax 
due on his use of such parts, if the parts are to be used by him in the conduct of 
a business and not for strictly personal use. In such case, the rebuilder should also 
be in position to establish that the number of rebuilt parts of each type returned 
to the customer does not exceed the number of such parts received from him 
for rebuilding. 

In reply to questions 1, 2, and 5 in your letter, A, B, D, E, and F companies re- 
ferred to should obtain from their customers the written evidence in the form 
given in the preceding paragraph, in order to overcome the presumption that 
such companies are the manufacturers of the taxable rebuilt articles. 

With respect to question 3, as to whether, in order to overcome the presump- 
tion that C company is a manufacturer of the custom-built engine, it is necessary 
that each rebuilt part of the engine be the identical part brought in by the 
customer, it is now held that it is not necessary that the identical part be re 
turned to the customer. It is necessary, however, that the rebuilder be able 
to establish that the number of rebuilt parts of each type returned to the cus- 
tomer does not exceed the number of such parts received from him for rebuilding. 

In reply to question 4, parts which are merely disassembled, cleaned, and re- 
assembled are not considered to be taxable rebuilt parts and such operations do 
not incur manufacturers’ excise tax under section 3403 (c) of the code, regardless 
of by whom performed. Nuts, bolts, and washers are not taxable articles within 
the purview of section 3403 (c) of the code. Therefore, the statement to be sub- 
mitted in connection with an engine belonging to the customer of C company 
need not include such nontaxable items. 

In question 6, you request advice as to the section of the code which imposes 
liability for manufacturers’ excise tax upon the vehicle owner, who has an auto- 
mobile engine rebuilt and returned to him, when the article is sold by him or 
is used in the operation of his business. 

Since the vehicle owner is considered under the above circumstances to be the 
manufacturer of the rebuilt engine, he would be liable for tax under section 
8403 (c) of the code on his sale of the engine. If the engine is used by him in 
the operation of his business, he would incur liability for tax under section 
3444 of the code on his use of such engine. 

In reply to question 7, you are advised that the form of “Rebuilt Automobile 
Parts—Customer’s Statement” submitted by you complies with the requirements 
of paragraph 2 of this letter and is acceptable to this office. 

Very truly yours, 
NorMAN A, SUGARMAN, 
Assistant Commissioner. 
By H. T. Swartz, 
Head, Technical Rulings Division. 


Mr. Hatrrenny. We have prepared and submitted to this commit- 
tee a brief on behalf of the associations previously. mentioned which 
sets forth the problem and the confusion and details, as well as our 
proposed amendment. 

I would like to offer as a part of the record a copy of that brief. 
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The CuarrmMan. Without objection, it is so ordered. 
(The brief referred to is as follows :) 


Excise Taxes UNpER SEcTION 3404 (c) oF THE INTERNAL REVENUE CopDE 


Brief on behalf of industry-wide committee to remove discriminatory automotive 
excise tax.—Automotive Engine Rebuilders Association, Automotive Parts Re- 
builders Association, Motor and Equipment Manufacturers Association, Na- 
tional Automotive Parts Association, National Standard Parts Association 


I. STATEMENT OF PROBLEM 


Section 3403 of the Internal Revenue Code imposes an excise tax on the manu- 
facture of automobiles, trucks, buses, and motorcycles; and on parts for such 
motor vehicles. 

Sections 3403 (a) and (b) impose the tax on the manufacture of the vehicles 
as such, and section 3403 (c) imposes the tax on the manufacture of parts. 

The Treasury Department concedes that repairing, rebuilding, or recondition- 
ing of a used automobile, truck, bus, or motorcycle does not constitute manufac- 
ture (S. T. 867). But it has frequently held, and is constantly expanding its 
holdings to the effect that the repairing, rebuilding, and reconditioning of auto- 
motive parts constitutes manufacture. 

The Treasury Department has held that the reconditioning of some automotive 
parts is taxable while the reconditioning of other automotive parts is not tax- 
able. The Treasury Department issues inconsistent rulings with respect to the 
same automotive part; the enforcement in the different districts throughout the 
country is as variable as the weather; and it is not uncommon for the Treasury 
Department to issue specific detailed rulings to automotive-parts repairers that no 
tax liability is being incurred with respect to their business, and several years 
later confront the repairers with huge retroactive assessments covering the 
periods during which they relied upon the rulings given to them. 

A study of this problem demonstrates that the Treasury Department’s interpre- 
tations of section 3403 (c): 

(a) Violate the intent of Congress; 
(b) Have produced confusion, discrimination, and uncertainty ; 
(c) Continually threaten legitimate business concerns with confiscation ; 
and 
(d@) Impose double, triple, or even quadruple taxation upon the vehicle 
owner, 
ll. WHY AN AMENDMENT IS NECESSARY 


This problem was presented to the House Committee on Ways and Means on 
April 2, 1942, and to the Senate Committee on Finance on August 11, 1941, and 
August 7, 1942. Excerpts from those hearings appear below under point VIII. 

In 1941 our country was deeply engrossed in preparing for its defense against 
possible aggression, and in 1942 we were engaged in war. Administrative amend- 
ments were not being considered by the committees. 

However, the committees exacted a promise from the Treasury Department 
that the matter would be taken care of by regulations whereby excise taxes 
would not be assessed in connection with the repairing and reconditioning of 
automotive parts. 

The Treasury Department has failed to do so. In fact, it now is levying 
retroactive assessments on the repair of some types of parts which it theretofore 
had held nontaxable. 

The confusion, discrimination, and injustice created and being fostered by the 
Treasury Department can be corrected only by congressional action, by amending 
section 3403 (c). 


III, 81ST CONGRESS RECOGNIZED NEED FOR AMENDMENT 


This problem was again presented to the House Ways and Means Committee 
on February 20, 1950, in support of H. R. 6563 (Reed, New York) and H. R. 5645 
(Vursell, Illinois). 

As a result of the Committee hearings, the revenue bill of 1950 (H. R. 8920) 
as recommended by the committee, contained an express amendment to section 
3403 (c) so as to tax “parts or accessories (other than tires, inner tubes, radios, 
and rebuilt, reconditioned, or repaired parts or accessories sold as such) * * *.” 

The House of Representatives passed this bill on June 29, 1950, and it went 
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to the Senate. But the outbreak of the Korean war resulted in a complete 
revamping of the revenue bill because of the exigencies of the moment. 
Partial relief was obtained, however, through an amendment to section 3403 
(ec) by the Revenue Act of 1951, which eliminated excise tax on the value of a 
used part taken in exchange for a repaired, rebuilt, or reconditioned part. 


IV. PROPOSED AMENDMENT 


Section 34038 (c) of the Internal Revenue Code imposes an excise tax on the 
manufacture of automotive parts and accessories; and, since the 1951 amend 
ment, it provides that in determining the sale price of a rebuilt part or accessory, 
there shall be excluded from the price the value of a like part or accessory 
accepted in exchange. 

The proposed amendment is not offered for the purpose of changing the 
congressional intent of the law, but for the purpose of making that intent unmis- 
takable, so that the enforcement of the law will be uniform, nondiscriminatory, 
and nonconfiscatory. 

It is urged that section 3403 (c) be amended by adding the words “other than 
repaired, reconditioned, or rebuilt parts or accessories when sold as such” or a 
comparable phrase unmistakably indicating the intent to tax manufacture and 
not repair, rebuilding, or reconditioning of used automotive parts. 


V. PROPONENTS OF AMENDMENT 


The proponent of this amendment is the Industry-Wide Committee to Remove 
Discriminatory Automotive Excise Tax, consisting of persons and firms engaged 
in the automotive service industry, appointed to this committee by the major 
national trade associations in this field. 

The committee, through these trade associations, represents almost every per- 
son and firm engaged in the automotive parts business in the United States. It 
speaks on behalf of approximately 3,000 manufacturers and 12,000 wholesalers, 
jobbers, and machine shops located in every State of the Union who service 
approximately 150,000 garage and repair shops that are responsible for the 
continuous dependable and safe operation of America’s fleet of over 50 million 
automotive vehicles, 


VI. SECTION 3403 (C) OF THE INTERNAL REVENUE CODE 


The Internal Revenue Code now provides: 

“Sec. 3408. Tax ON AUTOMOBILES, Etc. 

“There shall be imposed upon the following articles sold by the manufacturer, 
producer, or importer, a tax equivalent to the following percentages of the 
price for which so sold: 

“(a) Automobile truck chassis * * *. 

“(b) Other automobile chassis and bodies * * *. 

“(c) Parts or accessories (other than tires and inner tubes and other than 
radio and television receiving sets [*]) for any of the articles enumerated in 
subsection (a) or (b), 8 per centum, except that on and after April 1, 1954, the 
rate shall be 5 per centum. For the purposes of this subsection and subsections 
(a) and (b), spark plugs, storage batteries, leaf springs, coils, timers, and tire 
chains, which are suitable for use on or in connection with, or as component 
parts of, any of the articles enumerated in subsection (a) or (b), shall be con- 
sidered parts or accessories for such articles, whether or not primarily adapted 
for such use. This subsection shall not apply to chassis or bodies for automobile 
trucks or other automobiles. Under regulations prescribed by the Commis- 
sioner, with the approval of the Secretary, the tax under this subsection shall 
not apply in the case of sales of parts or accessories by the manufacturer, pro- 
ducer, or importer to a manufacturer or producer of any of the articles enumer- 
ated in subsection (a) or (b). If any such parts or accessories are resold by 
such vendee otherwise than on or in connection with, or with the sale of, an 
article enumerated in subsection (a) or (b) and manufactured or produced by 
such vendee, then for the purposes of this section the vendee shall be considered 
the manufacturer or producer of the parts or accessories so resold. In determin- 
ing the sale price of a rebuilt automobile part or accessory there shall be excluded 
from the price, in accordance with regulations prescribed by the Secretary, the 
value of a like part or accessory accepted in exchange.” 

It is proposed that the following words be inserted in the first sentence of 
subsection (c), immediately after the words “television receiving sets,” where 
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the bracketed asterisk appears: “and other than repaired, reconditioned, or 
rebuilt parts or units, when sold as such,” 


VII. ORIGINAL CONGRESSIONAL INTENT 


The excise tax on the manufacture of automobiles, trucks, and automotive 
parts was levied by the Revenue Act of 1932. It relates solely to n anufacture 
production, or importation of such articles. 

At the time of its enactment, if an automotive clutch, generator, crankshaft, 
connecting rod, brake, or other part became inoperative through wear or casualty, 
the automobile owner took his car to a garageman who refaced the clutch, re- 
wound the generator, reground the crankshaft bearing journals, reground, or 
rebabbitted the connecting rod, replaced the brake lining, or otherwise repaired 
the worn or damaged automobile part. Meanwhile, the car was laid up, for a 
period of days or even weeks. 

As in other lines of endeavor, some repairmen began to specialize in particular 
lines, perhaps clutch repairing or crankshaft regrinding. Enlarged and better 
machine shops were installed, providing improved methods. Specialists de- 
veloped in many lines, and garagemen and machanics sent the worn or damaged 
parts to the specialists for repair. 

To eliminate the long period during which the car was laid up for repairs, 
there developed an exchange plan whereby, for example, upon receipt from 
the garageman of a certain type of worn or damaged crankshaft for repair, 
the crankshaft-repair specialist gave him a crankshaft of the same type which 
had already been repaired. The repair specialist exchanged a used crankshaft 
for a used crankshaft, and charged only for the work involved in the repair 
process. 

No new unit was manufactured. The worn unit, which had been taxed 
when originally manufactured, was merely repaired, rebuilt, or reconditioned, 
and was sold as such. 

These developments in the repair of automotive parts, as above outlined, 
have come since the original enactment of the excise-tax law. Therefore, no 
discussion was had by Congress concerning any intention to tax such repaired 
parts. 

Congress levied a tax on the manufacture or production of an automobile, 
truck, or automotive part, and not on the repair, rebuilding, or reconditioning 
of an automobile, truck, or automotive part. 

To manufacture or produce is to make or create by giving materials new 
forms, qualities, or properties. 

To repair or recondition is to restore an article to its former form, quality, 
or property. 

In Becker et al. v. U. 8. 39-1 U. S. T. C. © 9259, the District Court of the United 
States stated with reference to section 3403 (c): 

“The statute did not provide a special meaning for the words, ‘manufac- 
turer’ and ‘producer’. It is obvious from the provisions just mentioned that 
it was the object of the Congress to use the words ‘manufacturer’ and ‘pro- 
ducer’ in their recognized and ordinarily accepted meaning. One is confirmed 
in this conviction by the fact that the Congress, in imposing a tax on other arti- 
cles of manufacture, specifically took the word ‘manufacture’ out of the usual 
significance of the word and gave it a special and an unusual meaning. For 
instance, by Section 710, Title 26 USCA, a manufacturer of tobacco is defined 
to be: 

“‘Every person whose business it is to manufacture tobacco or snuff for 
himself, or who employs others to manufacture tobacco or snuff, whether such 
manufacture be by cutting, pressing, grinding, crushing, or rubbing of any 
raw or leaf tobacco, or otherwise preparing raw or leaf tobacco, or manu- 
factured or partially manufactured tobacco or snuff, or the putting up for 
use or consumption of scraps, waste, clippings, stems, or deposits of tobacco 
resulting from any process of handling tobacco, or by the working or preparation 
of leaf tobacco, tobacco stems, scraps, clippings, or waste, by sifting, twisting, 
screening, or any other process shall be regarded as manufacturer of tobacco,’ 

“Tt was obvious from this enactment that the Congress intended to extend 
the meaning of ‘manufacture’ beyond that as usually understood and accepted. 
The Congress did the same thing by Section 972, Title 26 USCA, where a 
manufacturer was defined to be: 

“Every person who manufactures oleomargarine for sale shall be deemed 
a manufacturer of oleomargarine. And any person that sells, vends, or fur 
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nishes oelomargarine for the use and consumption of others, except to his 
own family table without compensation, who shall add to or mix with such 
oleomargarine any substance which causes such oleomargarine to be yellow 
in color, determined as provided in paragraph 2 of Section 971 (a), shall also 
be held to be a manufacturer of oleomargarine within the meaning of this 
chapter.’ 

“By reason of the fact that the Congress in dealing with the same subject, 
that is Internal Revenue, found it necessary to give to the words under discus- 
sion a special meaning in some cases would carry the implication that the use 
of the words, in the absence of such special definitions, would be understood in 
the ordinary and usual sense. 

“In the case of Friday v. Hall and Kaul Co., 216 U. S. 449, the Supreme Court 
of the United States reversed the Third Circuit Court of Appeals, 158 F. 593, 
where a question arose on a proper interpretation of the word ‘manufacturing’ 
as used in Bankruptcy Law. Unhappily, the Court of Appeals had held that 
the production of concrete arches, etc., was not manufacturing within the pur- 
view of the bankruptcy law. The Supreme Court said it was. At p. 454, the 
Supreme Court said that ‘manufacturing has no technical meaning.’ Yet it 
quoted approvingly the language of Mr. Justice Field in Kidd v. Pearson, 128 
U. S. 1, 1. ec. 20, where he said that: 

“Manufacture is transformation, the fashioning of raw materials into a 
change of form for use.’ 

“The court then adverted to the case of Tide Water Oil Company v. United 
States, 171 U. S. 210 1. ce. 216, and approved the meaning of the word ‘manufac- 
turing’ as there used as follows: 

“‘Mr. Justice Brown, referring to the expansion of the meaning of the word 
‘manufacture’, said that ‘the word is now ordinarily used to denote an article 
upon the material of which labor has been expended to make the finished 
product.’ 

“In the same opinion the court also approved an opinion of the Eighth Cir- 
cuit, styled In re First National Bank, 152 F. 64, wherein the late Judge Walter 
H. Sanborn defined manufacturing as follows: 

“‘TIts ordinary significance is producing a new article of use * * * by the ap- 
plication of skill and labor to the raw materials of which it is composed.’ 

“A case having many features similar to the case now being considered is 
that of Cate v. Connell. 173 Fed. 445 1. c. 447, where the court said: 

“We do not think that the repairing of automobiles * * * can can fairly be 
described as a manufacturing pursuit. It seems to have been chiefly, if not 
altogether, the adjustment of automobile parts bought from other persons, to 
existing antomobiles.’ 

“Corpus Juris defines manufacture as ‘anything made from raw materials by 
the hand. bv machinery, or by art.’ 38 C. J. Section 4, 966. 

“As a verb it is defined to mean: 

“To change and modify natural substances so that they become articles of 
value and use. 38 C. J. Section 5, p. 966. 

“In Words and Phrases, Vol. 4, p. 273, manufacturing is distinguished from 
repairing. It is there said: 

“* * * for ‘manufacturing’ is the system of industry which produce manu- 
factured articles, and ‘manufacture’ is the production of articles for use from 
raw or prepared materials by giving them new forms, qualities, and properties, 
or combinations, and ‘repairing’ is the making or restoring of an article or thing 
to its completeness. 

“The case cited in support of this distinction was State v. Neuman Lumber 
Co.. 59 South. 923, 1. ec. 926; 102 Miss. 802. 

“To give the statute the meaning contended for by the government would in- 
volve endless complications as affecting dealers, garage owners and repair men 
in general. No definite line could well be drawn and twilight zones would de- 
velop so frequently and from so many angles that a just and fair and practi- 
cable enforcement of the law would become impossible.” 

Resharpening a bread knife is not the manufacture of a knife. The same is 
true of sharpening a pencil, resoling shoes, repainting a house, repainting an 
automobile, regrinding a crankshaft, rehabitting a connection rod, refacing a 
clutch—and all of the other repairs or reconditioning work done to restore au- 
tomotive parts to their former form, quality, or property. 

With respect to automobiles and trucks, as distinguished from automotive 
parts, the Internal Revenue Bureau has never attempted to levy the tax on 
repaired automobiles or trucks. It has taxed only new automobiles and trucks, 
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conceding that Congress did not intend to exact the excise tax upon the sale of a 
repaired, reconditioned, or rebuilt used automobile or truck. 

But the Bureau has vacillated in its rulings with respect to the taxabhility of 
repaired, reconditioned, or rebuilt automotive parts, frequently losing sight of the 
original congressional intent to tax only the manufacture of automobiles, trucks, 
and automotive parts ; and creating the confusion, discrimination, and confiscatory 
policies hereinafter described. 


VIII, RECENT CONGRESSIONAL INTENT 


That Congress did not and has not intended to tax the reconditioning of used 
automotive parts is clearly supported by congressional expressions made at com- 
mittee hearings on revenue bills, when efforts were made to obtain clarification 
of the language of section 3403 (c). 

On August 11, 1941, at a hearing before the Committee on Finance of the 
United States Senate on H. R. 5417 (Revenue Act of 1941), the following occurred, 
as reported on page 57 of the transcript of the hearings: 

“The CHAIRMAN [Senator George]. Was it intended to cover in this bill the 
repairs about which these gentlemen are complaining? 

“Mr. Ray [legislative counsel of the Treasury]. No: the intention of the bill 
was not to cover repairs, but in certain cases transactions which might be con- 
strued as repairs or sales are confusing, and in such cases the Bureau of Internal 
Revenue has prescribed rules to determine what constitute merely repairs and 
what constitutes accessories.” 

And on page 60: 

“Senator Tart. Mr. Chairman, may I ask the Treasury what happens if a 
second-hand automobile is extensively repaired, because the car is broken up 
in an accident, and then sold as a second-hand automobile? Is there a tax on 
that? 

“Mr. Ray. There is no tax on second-hand automobiles. 

“Senator Tart. No matter how much repair is done on them? 

“Mr. Ray. No,” 

And on page 63: 

“Senator VANpDENBERG. Mr. Chairman, in connection with this witness’ testi- 
mony, I would like to have printed in the record, if I may, a letter from the 
Michigan Engine Rebuilders Association of Detroit, which indicates the need 
for clarification, at least, in the law is so pressing, because the tax is being 
collected retroactively, and in many instances in the Detroit area the accumu 
lated back assessments total more than the value of the business.” 

On April 2, 1942, at a hearing before the Committee on Ways and Means of the 
House of Representatives on the Revenue Revision of 1942, the following is 
reported at page 1828 of the transcript : 

“Mr. DuncAN [M. C.]. Just to get this clearly in my mind, because I am in 
sympathy with the position you take, let me ask you this question: Suppose |! 
take a generator in to a repairman to be repaired, and it rewound, but no new 
parts put into it. Would there be a tax on that? 

“Mr. Dausrn. Yes, there would be.” 

And at pp. 1829-1831: 

“Mr. Cartson [M. C.]. I am certainly in sympathy with your contention. I 
tried my best last year to get the Treasury to approve such an amendment, 
because I think that is a very unjust situation. It is causing extreme hardship 
in some sections where a garage repairs generators, and somebody drives in, 
somebody traveling through the country who must get a repair job done quickly. 
I think the present situation is absolutely wrong. I am hoping your amendment 
is so drawn that it can get some consideration.” 

* * > 7 . ° * 

“Mr. CrowTuer [M. C.]. Primarily, is not this a condition that arises from 
the fact that when the Department makes regulations they make a different 
application of the law from what was evidently the intent of the law? 

“Mr. Dausin. Yes and no; Mr. Crowther. The published regulations probably 
do not go beyond the law. 

“Mr. Crowruer. That is unusual, if they do not. 

“Mr. Dauntn. But they have applied these published regulations by their un- 
fair ruling that they make in each individual case. They will not make a pub- 
lished ruling in conformity with their private rulings in this case. 

“Mr. CrowTHer. Of course, in all legislation probably the fault is not with 
the Congress; the fault lies with the method of procedure that is used. 
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“As you know, somewhere in practically every bill there appears the wording 
‘under such rules and regulations as may be promulgated from time to time,’ by 
the Secretary of the Treasury, or the Secretary of War, or the head of whichever 
department is involved. That leaves the door wide open. 

“Then the legal divisions of these different departments write regulations 
based on what I think is their interpretation of the law. They do not have too 
much regard for the intent of Congress, and I think that is where the fault lies a 
good many times. 

“As I understand it, you want some very specific language that will not need 
the interpretation of regulations as an explanation. You want it written in the 
law, whether these things are to be taxed or not.” 

And at pp. 1838-1839: 

“Mr. Roverrson [M. C.]. In connection with this matter, on which we had a 
hearing, Mr. Van Alen of Los Angeles, wrote each member of the committee a 
letter urging that no tax be levied on parts taken from dismantled cars, and 
used for repair or reconditioning purposes. We had quite a bit of discussion on 
this subject in executive session, and that time we yielded to the request of the 
Treasury officials who said, ‘We will handle this by regulation.’ ” 

* » 7 * - * . 

“Mr. Daupin. You are exactly correct. The Senate Finance Committee said 
that they would not consider any administrative changes last fall in the consid- 
eration of the bill that had been prepared by the Ways and Means Committee 
in regard to the tax, but the Senate Finance Committee said that these repair 
and reconditioning parts are not now subject to tax. That is the statement in 
the report of the committee following the testimony you have just read.” 

On August 7, 1942, at a hearing before the Committee on Finance of the Sen- 
ate on H. R. 7878 (Revenue Act of 1942), the following took place, as shown at 
p. 1039 of the transcript: 

“Mr. Dauntn. Yes; we had the matter up last year. It came before this com- 
mittee last year. At that time you were not considering administrative amend- 
ments. You had here the members of the association, and after that time my 
recollecion is, it was stated by the committee that there was not now 
any tax in the law on these parts, but they would leave it up to the Bureau to 
make such arrangements as were necessary. 

“The CHAIRMAN [Senator George]. I thought the Bureau was to take care 
of it 

“Senator Herrtnc. Mr. Chairman, that was the understanding. The evidence 
was clear. The statements made to the collector were clear. 

“Senator La Fo.rette. It is my recollection that the committee virtually 
went on record in favor of something being done, went on record for relief 
being given by regulation. 

~~ * 7 - * * * 

“The CHAIRMAN. I have reference to the conference, which, of course, is not 
reported. The matter was in conference, and my recollection is that definitely, 
the Bureau was to take care of it, was to have a uniform ruling, not. for one 
district alone, was to impose a tax that was uniform, not to have one district 
tax at one rate, and another district at another. 

“There was proof about some district in California having a rate that was 
different from the rate in some other State. 

“Senator HERRING. And the tax was to apply on the new part but not on the 
repaired unit. 

“Mr, DAUBIN. That was our understanding.” 

And at p. 1040: 

“Senator Brown. It seems to me, Mr. Daubin, that you have made a pretty 
good case. You need not say anything more.” 

And at p. 1041: 

“The CHAIRMAN, I do not think this committee ever wanted to tax the labor 
that went into the assembling, cleaning, and repairing of these parts and ac- 
cessories, and we thought we had taken care of it, as you heard from the con 
versation with Mr. Daubin when he was on the stand, but apparently we have 
not.” 

These expressions clearly show that both the House Ways and Means Com- 
mittee and the Senate Finance Committee interpreted section 34038 (c) as 
exacting a tax on the manufacture of automobiles, trucks and parts, and not 
on the repairing, reconditioning, or rebuilding of used automobiles, trucks, and 
parts: and that the committees several times had been promised by the Treasury 
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Department that administrative regulations would be made to conform to this 
congressional intent. 

On July 21, 1947, at a hearing before the Committee on Ways and Means of 
the House of Representatives, covering the subject now under discussion, after 
testimony illustrating the lack of uniformity and existing confusion, the follow 
ing took place: 

“Mr. HALFPENNY. Mr. Chairman, you understand that the position of this 
group today is that all we want is a clarification of the confusion that exists 
now. We are not trying to avoid paying taxes. We are trying to avoid arbitrary, 
confiscatory rulings that are causing confusion. No one knows whether they are 
taxable or not. The rulings change, back and forth, and there have been numerous 
changes in the past 4 or 5 years. 

“Mr. Reep [M. C.]. I can understand perfectly that one of the very fundamentals 
of sound taxation is certainty. You have no certainty here. You do not know 
from one district to another what the ruling is going to be.” 

* * ce * a ~ * 

In addition, as hereinabove shown in point III, the House of Representatives 
of the S8ist Congress on June 29, 1950, approved an amendment which (but for 
the sudden outbreak of the Korean war), upon concurrence by the Senate, would 
have expressly required the Treasury Department to cease misinterpreting the 
word “manufacture.” 


IX. ADMINISTRATION OF SECTION 3403 (C) 


The Treasury Department itself is to blame for the confusion that exists and 
the discrimination being fostered between repairers, rebuilders, and recondi- 
tioners of automotive parts. Although the official regulations issued with 
respect to the manufacturers’ excise tax are clear and concise, the administra 
tion of the law has been otherwise. 

Regulation 46 provides as follows: 

“Section 316.1 (b) : the term ‘manufacturer’ includes ‘producer’ and ‘importer.’ 

+ * oo * ca a ” 

“Section 316.4: The term ‘manufacturer’ includes a person who produces a 
taxable article from scrap, salvage or junk material, as well as from raw ma- 
terial, (1) by processing, manipulating, or changing the form of an article, or 
(2) by combining or assembling two or more articles.” 

But the Treasury Department has never looked to the congressional intent 
of the Revenue Act, nor to the accepted definitions of “manufacturer,” nor even 
to its own regulation, in administering the law. In issuing its rulings it has 
vacillated between theories of whether more than one article is being repaired 
at the same time, whether materials are added, whether new parts are inserted, 
whether skilled labor is required, whether precision work is involved, and legalis- 
tic theories of transfers of title, resulting in complete confusion and discrimina- 
tion as evidenced by the following samples: 

February 1942: Rebuilt parts not taxable if, at request of customer, iden- 
tical articles are kept separate from other articles and are returned to 
customer, Taxable if handled in same way but customer has not specifically 
requested such handling. 

October 1942: No parts taxable if rebuilt for the owner of the part. 

October 1942: No parts taxable if rebuilt for one who sells articles, or if 
rebuilt and placed in stock for future sale or exchange. 

May 1945: Rebuilt parts taxable if rebuilder has stock of rebuilt parts on 
hand, unless customer specifically retains ownership of part sent to rebuilder. 

March 1947: Rebuilt parts taxable, whether or not rebuilder has stock 
of repair parts on hand, unless customer specifically retains ownership of 
part sent to rebuilder. 

July 1936: Second-band brake shoes, relined and placed in stock for sale 
or exchange, are not taxable. 

August 1941: Fuel pumps, carburetors, water pumps, shock absorbers and 
distributors handled individually are not taxable; but taxable if two or 
more are handled together. 

July 1937: Rebuilt generator not taxable where armature is rewound, or is 
replaced by either a rewound or new armature. But the rewound or new 
armature is taxable. 


37746-—53—pt. 3——18 





GENERAL REVENUE REVISION 


February 1942: Rebuilt generators taxable where two or more generators 
are handled together instead of individually. 

February 1942: Turning down (machining) of shafts or commutators of 
generator and starter armatures is not taxable. 

February 1942: Straightening of bent shafts of generator or starter arma- 
tures not taxable unless article is dismantled to straighten shaft and then 
reassembled. 

April 1942: Rebuilt generators and starters not taxable if identical ar- 
ticles are kept separate from other articles and returned to customer. Cus- 
tomer’s specific request re handling is not required. 

August 1941: Starter drives not taxable if shaft is usable, and gear is 
usable or replaced with new gear. 

February 1942: Starter drives not taxable if treated individually; taxable 
if two or more are handled together. 

June 1942: Starters not taxable where defective armatures are replaced 
with salvaged armatures that have been cleaned and polished. 

s* 3 

November 1944: Crankshafts not taxable. 

December 1944: Crankshafts not taxable unless sprayed with metal and 
ground to standard size. 

January 1945: Crankshafts not metalized not taxable. 

March 1947: All crankshafts taxable whether metalized or merely re- 
ground 

*-?* * 

March 1947: Shock absorbers not taxable where part of casting is drilled 
out to oversize. Shock absorbers not taxable where shaft is ground. 

March 1947: Shock absorbers taxable where pistons are machined and 
sleeve is put on, but not if machined pistons and sleeves are purchased from 
another person. 

March 1947: Shock absorbers not taxable if honed instead of machined. 

July 1952: Honing which changes the inside diameter of a cylinder by 
0.005 of an inch is not taxable, but the reaming and honing which changes 
diameter by 0.010 to 0.015 of an inch is taxable. 

* 2 & 

July 1952: Excise tax is not imposed upon the sale as a unit of taxable 
pencils and pens with nontaxable items [under sec. 3408 (a)]: but excise 
tax is imposed upon the sale as a unit of taxable clutch-plate assembly with 
nontaxable clutch disks [under sec. 3403 (c) ]. 

A survey of the industry reveals that there has been no uniformity at any 
given date by the district collectors in the application of rulings announced by 
the Treasury Department. At the present time, the practice in one district or 
another will support any theory advanced respecting taxability or nontaxability 
of almost every automotive part. 

Hundreds of repairers report that they will not engage in the repair of this or 
that automotive part because of the uncertainty that exists with respect to tax 
liability. 

Typical of comments received in the survey are the following: 

“We would like to * * *, not alone to take up slack periods in our shop but also 
to speed up service, but in the absence of clear-cut rulings and the fear of in- 
curring tax liability, we do not.” (New Jersey.) 

“Due to the confusion of the tax problems, our shop labor consists wholly of 
repair of customer’s property.” (California.) 

“We pay the tax and absorb it ourselves because of competition of those who 
do not pay the tax. It is getting to be a liability to be in business.” (Illinois.) 

“We have the necessary equipment and supplies, but have not done this work 
because of this excise-tax problem. Many others in our locality have discontinued 
it because they just will not fool around with this tax.” (Minnesota.) 

“Revenue agents are thoroughly unfamiliar with rulings, which means they 
can change at any time to our detriment.” ( Virginia.) 

“The whole thing is very confusing. There have been so many interpretations 
of the law that it is impossible to follow any set pattern as to when a rebuilt 
or reconditioned unit is subject to tax.” (Wisconsin.) ; 

“We discontinued several years ago when it became evident that any Federal 
man could investigate and make his own interpretation as to what could be 
taxed” (Idaho). 

“We have never gone into rebuilding * * * for precise reason of the tax, 
We were always afraid, not knowing where we stand on it” (Oregon). 

“Confusing. Contradictory” (Pennsylvania). 
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xX. THE LATEST ADMINISTRATIVE RULING: A TRAP FOR EVERY PARTS REPAIRER 


The Treasury Department has now laid the groundwork, unbeknown to re- 
pairers of automotive parts, for levying retroactive assessments that can bank- 
rupt every repairer. 

Section 3403 (c) of the Internal Revenue Code imposes a tax on the “manu- 
facture” of automotive parts. 

A ruling issued in 1945 by the Treasury Department (known as §8. T. 932 
constantly referred to by the Department and relied upon by informed business 
men engaged in repairing, rebuilding, or reconditioning of automotive parts, 
provides that persons who rebuild parts belonging to their customers (as con- 
trasted with rebuilding parts to be placed in stock and sold therefrom) are 
liable for manufacturers’ tax. 

Tax has never been paid on the rebuilding or repair of a customer’s own part. 
In fact the Treasury Department in making assessments has always excluded 
receipts from such repairing and rebuilding in determining taxable transactions. 

However, a ruling dated June 17, 1953. but not published by the Treasury De- 
partment, reveals a radical departure from S. T. 9832—a new extension of the 
meaning of the term “manufacturer” that includes every vehicle owner, and 
every corner garage, car dealer, and other repair-shop operator. 

Under this ruling, the Treasury Department considers the repair-shop operator 
who repairs a vehicle owner’s engine or other automotive part to be a manufac 
turer, unless the repair-shop operator obtains a written statement from the 
vehicle owner that he, the vehicle owner, is the manufacturer of the repaired 
part and agrees to pay manufacturer’s excise tax upon the sale or business-use 
of the repaired article. 

It should be remembered that excise tax is levied on “manufacture.” 

This new ruling stems from a brand new theory that a vehicle owner is a manu- 
facturer if he has an automotive part repaired, and that he must pay manufac- 
turers’ excise tax on the cost of the repairs whenever he sells the vehicle or 
uses it for business. 

The new ruling holds that if a repair-shop operator repairs a vehicle owner’s 
engine or other automotive part, and does not obtain a statement signed by the 
vehicle owner acknowledging that he (the vehicle owner) is the manufacturer 
of the repaired part and that he will pay excise tax when he sells or uses the 
vehicle for business, then the repair-shop operator will be presumed to be the 
manufacturer of the repaired part and must pay excise tax on the repair job. 

At this very moment thousands of small-business men are faced with the real 
danger of receiving retroactive assessments based upon gross receipts received 
in past years from repairing, rebuilding, or reconditioning vehicle owners’ own 
engines and parts. None of them have the vehicle owners’ statements mentioned 
in the new ruling, for neither the prior practice of the Treasury Department 
nor its previous rulings required that such statements be obtained in order 
to keep from being taxed as a “manufacturer” of such parts. 

This new ruling illustrates the extent to which the Treasury Department 
has strayed from the congressional excise-tax enactment on manufacturing. 

The corner grocer is a manufacturer when he has the starting motor repaired 
on his delivery truck. An insurance salesman using his car for calling on cus- 
tomers is now a manufacturer of automotive parts when he has the connecting 
rods of his car reground. 

Every Congressman of the United States is a manufacturere of automobile 
parts when he sells his automobile on which at some time or another he had any 
repair done which involved machining, rewinding, or any similar repair work. 
That is what the Congressmen intended the term “manufacturer” to mean, 
according to the Treasury Department’s ruling. Just ask any Congressman, 

This ruling clearly demonstrates the need for legislative amendment to section 
3403 (c) in order to put a rein upon the wild machinations that have been and 
still are going on in the individual or collective minds in the Treasury Depart- 
ment. 

This ruling (which would be humorous except that it threatens the business 
solvency of hundreds of thousands of repairers who will be assessed the tax 
that the Treasury Department says should have been paid by the grocer, the 
insurance salesman, the Congressmen, and other vehicle owners)—this ruling 
is merely the latest development arising from the Treasury Department’s stretch- 
ing the term “manufacture” to mean repair, reconditioning, or rebuilding. 

Only the devil himself might tell what is being brewed in the Treasury De- 
partment, to be served on tomorrow’s menu under the name of “manufacture.” 
Only Congress can restrain the further serving of such stews. 
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The Treasury Department’s own actions, is obstinately refusing to heed con- 
gressional requests to mend its ways after promising to do so, and in promul- 
gating rulings exemplified by this latest one, demonstrate the immediate and 
urgent need for the amendment of section 3403 (c) so as to expressly distinguish 
between manufacturing, on the one hand, and on the other hand repairing, recon- 
ditioning, or rebuilding of automotive parts. 

Unsolicited comments pouring in from repairers as a result of the latest ad- 
ministrative ruling are typified by the following: 

“We are losing the business of our best customer, * * * for whom we rebuilt 
motors, generators, etc., because they say if they have to pay this tax they 
will install the equipment and do the work themselves.” (Ohio.) 

“At very least, the Treasury Department should withhold enforcement of this 
ruling until a classification can be made, or a decision made of this issue by the 
courts.” (New York.) 

“Some are recommending that all wholesalers write their Congressmen and 
Senators suggesting the repeal of this Treasury Department ruling that punts all 
custom rebuilding in the category of manufacturing rather than the former 
ruling that we were repairers.” (Texas.) 

“The recent interpretations on the Federal excise tax on rebuilt engines and 
related machine-shop operations for parts jobbers appears to have some rather 
devastating implications so far as jobber shops are concerned.” (Michigan.) 

“This is the most ridiculous interpretation I have ever heard.” (Texas.) 

“We do not operate a complete machine shop. We perform 19 different opera- 
tions and cannot tell which are taxable under recent interpretations.” (Texas.) 

“Tt seems to me that if we could all close up our places of business for 30 days, 
it would bring it very forcefully to the attention of Congress that our excise-tax 
situation is in a terrible muddle and should be straightened out.” ( Louisiana.) 


XI. CONFISCATION 


The reports of the hearings before the House Ways and Means Committee 
and the Senate Finance Committee referred to in point VIII above show that 
in 1941 and 1942 the Treasury Department was making retroactive assessments. 
Senator Vandenberg made specific reference to the pressing need for clarification 
of the law because in many instances the accumulated retroactive assessments ex- 
ceeded the value of the business of the parts repairer, rebuilder, or reconditioner. 

One example is herewith related. It is not an iSolated or uncommon case. 
Pages could be filled with the facts concerning untold numbers of other business- 
men in the same predicament, innocently confronted with the total loss of the 
fruits of their labor and lifetime savings invested in their businesses. 

The X Co. was organized and engaged in the machine-shop business, repairing 
and rebuilding automotive parts and engines. 

The company came to specialize in the regrinding of crankshafts for garage- 
men, a repair process that consists of cutting or grinding metal from the crank- 
shaft-bearing journals so as to make the worn journals round and smooth again, 
though substandard in diameter. 

With increasing demand for quick repairs, the company instituted a plan 
whereby the garagemen could obtain a repaired crankshaft upon presentation 
to the company of one of the same type for repair. The company charged only 
for the cost of the work involved in the repair. 

The company wrote to the Treasury Department in its district fully describing 
its regrinding and exchange process and requesting a ruling with respect to 
possible excise-tax liability. The district office replied that it deemed the matter 
nontaxable but forwarded the request to Washington for a ruling. 

The Treasury Department at Washington replied that no manufacturer's excise 
tax was incurred by the company with respect to regrinding crankshafts nor 
upon the sale or exchange of a reground crankshaft to which no metal was added. 
Shortly thereafter, in reply to inquiry concerning further details, the ruling was 
reaffirmed. 

The company, relying on these rulings, made no provision for payment of 
excise tax on regrinding crankshafts in charging its customers for the work done. 

Two years later, Treasury Department investigators checked the company’s 
hooks and records and stated that a large tax was due on cfankshafts that had 
been reground. The company wrote to Washington, calling attention to the 
rulings that had been given to the company, and the Treasury Department 
replied that a ruling had been issued (although no notice thereof was given to 
the company or even published in the Federal Register) whereby the tax was 
made to apply on certain specified parts (not mentioning crankshafts) when 
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rebabbitted, machined, or rewound, on crankshafts when remetalized, and on 
“similar items in which machining, rewinding, or comparable operations are 
performed.” 

Although the company was not notified in any manner of this change in ruling, 
the Treasury Department prepared a very substantial deficiency assessment. 

Many other businessmen have been notified of assessments, many are being 
audited by investigators preparatory to retroactive assessments, and every re- 
pairer, rebuilder, or reconditioner is living in fear of the investigators’ call and 
demand for taxes for which no provision was made, in reliance upon specific 
rulings issued by the Treasury Department. In many cases, the assessments 
can bankrupt the businesses, 


XII. THE CONSUMER: INJUSTICE AND DOUBLE TAXATION 


It has been shown above that Congress has never intended the manufacturers’ 
excise tax to apply to the repair, rebuilding, and reconditioning of automotive 
parts. 

The Treasury Department does not attempt te assess the tax on repaired, re- 
built, or reconditioned automobiles or trucks. It has ruled that the rebuilding 
of truck chassis is not taxable as a manufacturing process. A similar ruling 
has been made respecting rebuilt motorcycles. 

It has ruled that the recapping of an automobile tire with new rubber from 
shoulder to shoulder is not subject to the excise tax on the manufacture or 
production of tires under section 3400. 

A manufacturer’s excise tax has been levied from time to time upon radio 
receiving sets, phonographs, musical instruments, mechanical refrigerators, air- 
conditioning units, sporting goods, luggage, electric, gas, or oil appliances, photo- 
graphic apparatus, electric signs, business and store machines, rubber articles, 
washing machines, optical equipment, and firearms. 

A very thorough search has been made and it does not appear that the Treas- 
ury Department has attempted to apply the theory that the repair, rebuilding, 
and reconditioning of any of the above-enumerated articles constitutes manu- 
facturing. 

The repairing, rebuilding, or reconditioning of automotive parts is no more 
the manufacturing of an article than the repairing, rebuilding, or reconditioning 
of an automobile, truck, or motorcycle, the recapping of a tire, or the repairing, 
rebuilding, and reconditioning of radios, phonographs, musical instruments, re- 
frigerators, electric fans, cameras, typewriters, washing machines, firearms, or 
any of the other articles which have been subject to manufacturers’ excise tax, 

The attempt of the Treasury Department to subject repairers, rebuilders, 
and reconditioners of automotive parts to the manufacturers’ excise tax is an 
arbitrary and unjust discrimination against this group of repairers, as distin- 
guished from the rebuilders of autos, recappers of tires, and rebuilders of radios, 
phonographs, and other articles above mentioned 

An excise tax levied upon a manufacturer or a repairer ultimately falls upon 
the consumer. It is a cost of doing business that must be reflected in the price 
paid for the product. 

The Treasury Department's assessment of an excise tax on the repair, rebuild- 
ing, and reconditioning of a used automotive part arbitrarily and unjustly dis- 
criminates against the automobile owner. Each time an automotive part is 
repaired, the tax is reassessed. Instead of bearing the burden of the excise tax 
once, upon the manufacture of the part, the automobile owner is required under 
Treasury Department rulings to repay and repay the excise tax with each re- 
pair. He is taxed double, triple, or more. 

Repair specialists do no casting or manufacturing, nor do they create units 
out of raw materials. They only service used vnits which were tax-paid at 
the time of manufacture or installation as original equipment on vehicles. They 
repair only tax-paid units. 

The cumulative taxes on a part when several times repaired may easily exceed 
the original cost of the part. 

Consumers of the other articles subjected to manufacturers’ excise tax are 
not required to pay and repay the tax with each repair, rebuilding, or recon- 
ditioning. 

The position of the Treasury Department is arbitrary and unjust. Only an 
amendment to Internal Revenue Code will force the Treasury Department to 
apply the manufacturers’ excise tax without discrimination. 
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XIII, REMOVAL OF ALL AUTOMOTIVE EXCISE TAXES 


When the automotive excise taxes were incorporated into the Revenue Code 
as a part of the general tax structure, it was admitted by the framers of the 
Revenue Act of 1932 that this type of tax discriminated against the manufac- 
turers of automobiles, trucks, and automotive parts. The discussions in the 
Senate and the House of Representatives conclusively reveal a reluctance of 
even the proponents of the excise taxes to favor them except as an emergency 
measure to help meet the fiscal crises which the Government faced by reason 
of the great depression, and until a more equitable manner of raising the re- 
quired revenue could be worked out. 

Typical of the congressional attitude was the statement of Senator Fess, who 
said: 

“Mr. President, I have gone along with the committee in voting for many 
excise taxes. I have accepted what appeared to be the lesser of two evils that 
have been proposed. We are all agreed that we have not any choice.” (Con- 
gressional Record, vol. 75, pt. 10, p. 11275.) 

And Senator Pittman stated: 

“T realize that this legislation is only emergency legislation that will exist, 
I believe, for a period of 2 years—at least it should be limited to that. We 
should treat it as war emergency legislation, in my judgment.” (Congressional 
Record, vol. 75, pt. 10, p. 11278.) 

The evils of selecting a few industries as the butt of excise taxes have been 
described in detail by witnesses appearing before congressional committees con- 
sidering revenue bills. As a purely temporary measure to raise money in an 
emergency, a manufacturers’ excise tax was selected in 1932 in the name of 
expediency. 

It is difficult to see how any fairminded legislator can condone an excise tax 
levied upon certain special industries as an integral part of any long-range tax 
system. 

The plight of the automotive industry was described on May 31, 1932, by Sen- 
ator Vandenberg in discussing the gasoline-tax features of the proposed Revenue 
Act of 1982. He said: 

“Whenever the Treasury Department for the last several years has sought 
revenue, apparently it has always turned first in its thought to the automotive 
industry. * * * This bill already carries within it a special discriminatory tax 
upon passenger cars. It already carries within it a special discriminatory tax 
upon automobile trucks. It already carries a special discriminatory tax upon 
automobile accessories. It already carries a special discriminatory tax upon 
automobile tires and tubes. It already carries a special discriminatory tax upon 
lubricating oil.” (Congressional Record, vol. 75, pt. 10, p. 11616.) 

The elimination of the depression-born automotive excise taxes, admittedly 
contrary to the best judgment of those who voted for them as an expedient 
to meet an emergency only for 2 or 8 years, is long overdue. 

Twenty-one vears has been a long period of emergency to the farmers, 
laborers, salesmen, and other citizens for whom an automobile or truck has 
been and is a necessity. The discriminatory excise taxes on automotive 
equipment should be removed at long last. 


XIV. CONCLUSION 


It is respectfully urged that careful consideration be given to the problem 
created and being fostered by the Treasury Department in defiance of the 
expressed will of the Congress. 

The Treasury Department has not kept its promises to correct its errors 
by administrative regulations. Further promises cannot be relied upon. 

In the name of justice and equality, Congress is earnestly beseeched to— 

1. Amend section 3403 (c) of the Internal Revenue Code by adding the words 
“other than repaired, reconditioned, or rebuilt parts or units when sold as 
such”; or 
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2. Repeal section 3403 of the Internal Revenue Code so as to eliminate the 
manufacturers’ excise tax on automobiles, trucks, parts, and accessories. 
Respectfuly submitted. 


INDUSTRY-WIDE CoMMITTEE To REMOVE DISCRIMINATORY 
AUTOMOTIVE Excise Tax, 
By Harotp T. HALFPENNY, 
RicuarpD F. Hawn, 
JAMES W. CASSEDY, 
JAMES F. FLANAGAN, 
OF HALFPENNY, HAHN & CASSEDY, 
Epwarp A, HAYEs, 
Of Counsel. 


Mr. Hatrrenny. I would like to take this opportunity to express, 
in behalf of our industry, appreciation for the privilege of presenting 
our problem to this busy and important committee, and I would like 
for you to permit these gentlemen on our committee that represent the 
industry to make a few brief remarks. 

The first is Mr. Ira Saks, president of the Replacement Unit Co. of 
Cleveland, Ohio. Mr. Saks is chairman of the industrywide com- 
mittee. 


STATEMENT OF IRA SAKS, PRESIDENT, REPLACEMENT UNIT C0., 
CLEVELAND, OHIO 


Mr. Sans. My name is Ira Saks. I am president of Replacement 
Unit Co. of Cleveland, Ohio. We rebuild or recondition automotive 
clutches and transmissions. We make these clutches immediately 
available to the repair trade through local distributors on an exchange 
basis, i. e., the old clutch is traded in for a certain amount of credit 
when the repairman or service shop buys the rebuilt clutch to replace 


the old wornout clutch. Thus, the car owner saves a substantial per- 
centage of his cost by using a rebuilt instead of a brandnew clutch. 

We are speaking entirely and exclusively for those of our industry 
who are engaged in the rebuilding, reconditioning, and repairing of 
automotive parts. 

Our segment of the automotive industry consists of many small 
machine shops employing from 2 to 25 men each, but there are thou- 
sands of them because this service is operated largely on a local basis. 

The industry is very highly competitive and the net margin of 
profit is very small, generally between 2 and 4 percent of sales. 

This excise tax of 8 percent is therefore a very important competi- 
tive factor in our industry. If one operator is assessed the tax and 
another is not; if one operator pays the tax, and another does not, it 
is very evident that one competitor has a tremendous advantage over 
the other. 

While we do not appear here to testify as informers, we do know 
enough about our industry to be able to state definitely and without 
fear of contradiction that ever since the Internal Revenue Department 
ruled that some rebuilders of some automotive parts are manufactur- 
ers and therefore subject to this 8-percent excise tax, the assessment 
and collection of this tax has never been enforced with any degree of 
uniformity. 
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In fact, we honestly believe it would be physically impossible to 
administer and enforce this law uniformly and justly for everyone 
in the industry. 

But this is not the worst of it. We are confronted with numerous 
rulings promulgated by the Internal Revenue Department which have 
created a great deal of confusion in our industry—so much so that 
even those who honestly and conscientiously try to pay the tax, do not 
knew where and when it applies. Nor do they know when to collect 
such tax from their customers when they sell their services or products. 

They are hopelessly lost in a sea of uncertainty. 

Let me illustrate the unfairness and confusion created by some of 
these rulings. 

When you trade your car to a car dealer in part payment for a new 

var, the car dealer can take your old car into his shop and rebuild 
it from stem to stern—rebuild the engine, the clutch, the transmission, 
the carburetor, the generator, and so forth, and then sell the com- 
pletely rebuilt car without a cent of tax applying to this entire opera- 
tion. But another car dealer who does not have the proper equipment 
to rebuild the engine or clutch or transmission, and who sends it out to 
be rebuilt by a rebuilder or machine-shop operator, has to pay the full 
8-percent excise tax. Yet, both of these car dealers have to compete 
against each other in the sale of these used or rebuilt cars. 

A fleet owner operating a fleet of trucks trades some of his wornout 
trucks for new ones. The truck dealer who can rebuild and recondi- 
tion these old trucks in his own shop avoids the tax, while another 
truck dealer who must have the various units rebuilt or reconditioned 
by another rebuilder or machine-shop operator has to pay this excise 
tax. 

Furthermore, even if the truck dealer sold these old trucks to a 
so-called specialist in the ré building of old trucks, and these old 
trucks were rebuilt in this firm’s shop, no tax whatever would apply. 

These conditions create a great deal of unfair competition in the 
industry, which even the Robinson-Patman Act can not remedy be- 
cause the Government’: own rulings create these conditions. 

We can show many similar rulings which create similar anomalous 
conditions, applying to individual parts and individual repair jobs; 
for instance, you burn out a connecting-rod bearing in your Chev- 
rolet. If you replace the bearing by rebabbitting the rod, which is 
definitely a repair job, you are sub ject to the 8-percent excise tax. 
But if you replace that same bearing with a new set of insert bear- 
ings, there is no tax. 

I can give you another illustration that I did not give in my pre- 
pared statement. If your brakes wear out, you can take your set of 
shoes to a shop to be exchanged. If that rebuilder had put brake 
lining on the shoes that he had cut from a roll of brake lining, the tax 
ap plies ; ; if he applied brake lining already cut by the manufacturer 
to size, no tax applies. 

Those are some of the regulations that we have to contend with 
every day. 

We are not trying to put all the blame for these conditions on the 
Internal Revenue Department, but we do want to emphasize that their 
lack of intimate knowledge of our particular segment of the auto- 
motive industry and its methods of operation, has caused them to 





GENERAL REVENUE REVISION 


make rulings in connection with this excise tax that are unfair, unjust, 
unenforceable and impractical. 

We are firmly convinced that when this excise-tax law was first 
enacted by Congress, it was not intended that it should apply to 
repaired, reconditioned, or rebuilt automotive parts. This 1s cor- 
roborated by statements of members of Congress who helped enact 
the original law. 

We, therefore, strongly urge Congress to rectify this situation, by 
the complete elimination of excise taxes on all repaired, reconditioned, 
or rebuilt automotive parts or units when sold as such. 

Mr. Hatrrenny. Our next witness is Mr. Robert E. Phelps. 


STATEMENT OF ROBERT E. PHELPS, PRESIDENT AND GENERAL 
MANAGER, PHELPS-ROBERTS MACHINE & WELDING CO., WASH- 
INGTON, D. C. 


Mr. Puetrs. My name is Robert E. Phelps. I am president and 
general manager of Phelps-Roberts Machine & Welding Co. of Wash- 
ington, D. C. For the ensuing year I am also the president of the 
Automotive Engine Re builders Assoc iation, which has almost 1,500 
members in the 48 States. 

I would like to focus this committee’s attention on the small busi- 
nesses involved in the excise tax on repaired and reconditioned auto- 
motive parts. My shop employs 20 people. We are the largest auto- 
motive rebuilding shop in our trading area of close to a million and 
a half people. 

We rebuild and recondition engines and other component units of 
cars, trucks, tractors, industrial and marine units, and also airplane 
engines. We do this work for dealers, fleets, and all sorts of inde- 
pendent shops. 

I would like to demonstrate to this committee exactly how the excise 
tax applies to rebuilt, reconditioned, and repaired automotive parts, 
"s point out how discriminatory and unfair that tax is. 

This is a Crosley engine block. I brought this particular one 
is of its size and ease in handling. Two cylinder bores have been 
machined, and two have not. The committee can see what we do. 
Reboring is a typical job in our shops. We charge $2.50 per hole for 
this. It is usual to rebore the same block many times, particularly in 
fleet operation. This means that the tax is collected originally on 
the new part, and then again each time this block is bored, which 
might be 4or5 moretimes. All the other parts going into this engine 
are usually new and the excise tax has been paid on them. Now, if 
this job were done in a dealer’s own shop for the consumer, no tax 
would accrue. This tax is almost entirely on a labor operation. 

2. Here are two connecting rods—one before, and one after rebab- 
bitting. About 25 cents worth of babbitt is poured into the rod and 
the machine work consists of boring the hole to size. I also have here 
an insert-type rod before and after. The operation is similar. The 
hole is sized so that the insert-type bearing will fit accurately. This 
operation can be done many, many times on the same rod, which means 
once again that the tax is paid on the manufactured item, and each 
subsequ ent time it is reconditioned. Once again, the tax is applied 
mostly on labor. 
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8. Next I have acrankshaft. Grinding a shaft merely means taking 
off just enough metal from the bearing surfaces so that a smooth sur- 
face is presented to the bearing. This shaft I have from a Ford prod- 
uct is partially ground and partially as it came out of a car. On the 
ground shows sixty-thousandths of metal have been removed, which 
would indicate that this shaft has been reground before, and maybe 
as many as 2 or 3 times. Each time it is reground, we must pay tax 
on the labor involved. 

4. Next, I have a clutch pressure assembly, before and after. Noth- 
ing can happen to this outside case. Our usual procedure is to resur- 
face the pressure plate, and then rebuild by replacing all the other 
parts. The machine work is simple, yet the tax applies to the overall 
price of the unit. This unit can also be rebuilt many, many times. 
Again, each time it is built we must pay on the labor. 

5. Finally, let me show you a popular sized generator armature. 
All that we have done to this unit 1s to undercut the commutator end. 
In this particular case the armature has been undercut 10 times. 
Some armatures can be undercut up to 15 times. This job costs $1. 
If that were all that was involved, the tax would be only 8 cents, but 
where an exchange generator is involved, even though this is the only 
machine work done, the tax is applicable on the whole unit. These 
units sell for around $10 or $12, which includes testing, disassembly, 
undercutting, reassembly, and so forth. My point is that when this 
unit is sold as an assembled unit with the same amount of machine 
work, the tax is 80 cents or more. 

In summary, I would like to say that this tax in our shop amounts 
to less than $10 per week, and we are the largest shop in this area. 
We pay this tax to the Government unwillingly, with reluctance, and 
with more than a slight degree of bad feeling, as the cost of bookkeep- 
ing, reporting, and paying this tax, is many times the amount paid in 
the tax. It is my belief that the cost of collecting this tax, to the Gov- 
ernment is also many times the amount of the tax collected. 

Mr. Esvernarter. With regard to rebabbitting the connecting-rod, 
the biggest cost of the job is labor? 

Mr. Pure rs. Twenty-five cents worth of it is babbitt and all the rest 
is labor. Babbitt costs about $1 a pound, and there is about a quarter 
of a pound used in this process. 

Mr. Smiru. With regard to the crankshaft, what is the tax levied 
against the value or the labor involved ? 

Mr. Purtrs. The value of the forging used to be taxed. The Con- 
gress in 1951 relieved us of that. It is just the labor now. 

Mr. Stmpson. We used to levy the tax against the forging itself. 

Mr. Puetps. Yes. It used to be against the forging value and the 
operation. Now it is just the operation. I would like to point out 
that the tax is levied every time the operation is done. 

The Cuarrman. Thank you very much for your statement. 

Mr. Hatrpenny. We have a short statement from Mr. Truslow, 

resident and general manager of the Richmond Auto Parts Co., 

tichmond, Va. 
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STATEMENT OF H. B. TRUSLOW, PRESIDENT AND GENERAL 
MANAGER, RICHMOND AUTO PARTS, INC., RICHMOND, VA. 


Mr. Trustow. My name is H. B. Truslow; I am president and gen- 
eral manager of the Richmond Auto Parts, Inc., Richmond, Va. We 
operate a wholesale establishment with complete machine shops in 
which we have 27 employees. 

I appear before you because we have an impossible tax situation 
which I feel should be corrected. 

I have been on both sides of this fence, having worked during 
1919 and 1920 as a deputy collector of internal revenue on excise 
taxes under the 1918 revenue law, which is very similar to the present 
act. At that time we would bypass most of the interpretations 
which were contestable when the ruling was not clear, because they 
cost the revenue department too much to handle. They were usually 
based on estimates of revenue agents, since facts could not be ascer- 
tained, and by going before the Tax Appeals Board, any good attorney 
could always get a compromise settlement, or have the tax eliminated 
entirely. And, most important, these suits always left the taxpayer 
angry with the Government. This was important in 1920, and I 
think it is important today. Taxes are necessary, but the Government 
should also be considerate of the taxpayer. 

Having had experience with these laws, I have tried to comply 
with the present excise tax law on rebuilt automotive units, without 
results. The many different interpretations create confusion that 
makes it impossible for anyone to file a correct return. 

This is not necessarily the fault of the revenue department. I do 
not believe anyone can interpret this law as it is now worded, to 
eliminate this confusion. 

In the past week we have surveyed 2 large cities with well over a 
million population, and as near as we can determine, less than $600 
tax was actually paid into the Treasury during the preceding 12 
months on rebuilt and repaired automotive units. 

On the other hand, our survey indicates that in similar trading 
areas in other parts of the country, many thousands of dollars have 
been assessed but not yet collected, due either to the inability of 
the taxpayer to pay, or his resistance to what he considers an unfair 
and unjust tax. 

For years the national automotive associations, with thousands 
of members, located in all parts of the country, have been trying 
to get a clarification so that their members could comply with the 
law—but without results. They had members operating branch stores 
in several revenue districts, and were trying to work under different 
interpretations. The reason for this condition is that each district 
director can make his own interpretation, and as the law is not clear, 
the rulings in adjoining districts are different. 

We believe the tax on repaired and rebuilt parts should be eliminated 
because— 

1, It is unworkable and cannot be properly enforced ; 
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2. It costs the taxpayers many times the amount paid to the 
Government trying to keep proper records; and 

3. It will cost the Government more than the tax to properly 
enforce. 

The Cuarrman. Thank you very much. 

Mr. Esernarrer. It seems to me it is important that the ruling of 
the district director is final for all practical purposes. If the ‘dis- 
trict director in one district rules one way and another district director 
in another district rules another way, you are estopped practically, 
according to the code, from getting any relief or getting collaboration 
between the various districts. 

Mr. Hatreenny. That is right. 

Mr. Esernarter. It seems to me that that is a very important matter 
that we should consider. If you had one universal ruling for the 
entire country it would eliminate a great deal of confusion. 

Mr. Hatrrenny. The problems are so multiple, as you can see, from 
the different kinds of operations that they come up with different 
rulings, and in some places they feel that an operation is manufac- 
turing and in another it is not. 

Mr. Esernarrer. I understand. What you want is a repeal, and 
I think that you are right in that. I think the fact that the director’s 
ruling is final in each district is wrong. It might help to create 
confusion, not only in this particular field, but in every other field. 

Mr. Hatrrenny. Yes. We join in the statements made by Mr. Paul. 
Some of these recommendations are very timely because there is con- 
fusion over the problem of how to get refunds. It is so expensive 
and so cumbersome that the ordinary small person cannot do it. 

Mr. Trustow. I would like to make one more remark. In our State 
there has been no interpretation. We have on our desk interpretations 
from three other districts, all of which conflict. Now, we would like 
to comply with the law. Asa businessman, would you pick the inter- 
pretation that you think the most of, the one that is best for your busi- 
ness, or would you wait until the revenue agent comes by, because that 
is when penalties and interest start, in addition to the taxes? That is 
what makes businessmen see red. It is not the tax we pay; it is being 
required to do something when we do not know what we should do. 

Mr. Eseruarter. Mr. Andrews is from your home city. 

Mr. Trustow. I know him very well. He isa fine man. 

Mr. Evernarter. That does not help you very much, does it? 

Mr. Foranp. I would like to clear up a point. I understand what 
you people do is to take parts that have been used. Sometimes you 
have to use new parts in your rebuilding process. The tax on those 
new parts has already been paid. 

Mr. Hatrrenny. Yes. 

Mr. Foranp. You take new parts and use them with old parts, and 
you have to pay a tax on the operation ¢ 

Mr. Hatrreenny. That is right. They allow us to deduct the tax 
that is applied or paid on the new parts, but it is very difficult to do 
that because you must have an exemption certificate from the original 
manufacturer of that part that he has paid the tax and there are rul- 
ings here on certain things that make it almost impossible to obtain 
that. 

Mr. Foranp. It boils down to this: You use new parts on which the 
tax is paid? 
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Mr. Hatrrenny. That is right. 

Mr. Foranp. To make a used part function? 

Mr. Hatrrenny. That is right. 

Mr. Foranp. Therefore, the tax has already been paid ? 

Mr. Hatrrenny. That is right. 

Mr. Foranp. If a person wants to buy a used part for his car, he 
should be permitted to buy that used part because the tax has already 
been paid. 

Mr. Hatrpenny. Yes; and as we recommend in our amendment, we 
desire this tax only being exempt on repaired, reconditioned parts 
that we sell as used parts. We do not want any coverup at all. We 
want them sold as used parts. 

Mr. Foranp. I am with you on that point. If you were to mas- 
querade and pass the product as a new product, I would not be for 
that. 

Mr. HArrrenny. That is right. 

Mr. Foranp. As I understand it now, I think you have a case. 

The CHatrMANn. We thank you very much for your contribution. 

Mr. Hatrrenny. We appreciate the privilege of being here. This is 
a difficult problem. We have to have this many witnesses, and we 
oppreciate your indulgence. 


STATEMENT OF EDWARD A. HAYES, COUNSEL, INDUSTRYWIDE 
COMMITTEE TO REMOVE DISCRIMINATORY AUTOMOTIVE EXCISE 
TAX 


Mr. Hayes. My name is Edward A. Hayes, counsel. 

May I record my gratitude to all this committee for what you did 
in 1950, because you gave this complete consideration. If you find 
time, which we hope you will, please read the brief which has been 
prepared by these capable young lawyers and which I merely super- 
vised. It tells the story, both his storically, and from the practicality 
standpoint. 

These people are hopelessly lost on a sea of uncertainty. 

The Cuarrman. I thank all of you very much. 

The next witness is Mr. George E. Cleary of the Royal Typewriter 
Co. 


STATEMENT OF GEORGE E. CLEARY, DIRECTOR OF THE ROYAL 
TYPEWRITER C0., INC. 


Mr. Creary. On behalf of Royal Typewriter Co., Inc., I wish to 
direct the atention of the committee to a discrimination and inequity 
in the present manufacturers’ excise tax as applied to rented type- 
writers. 

Royal Typewriter Co., Inc., produces and sells typewriters. It 
makes sales both at wholesale and at retail. Normally it pays the 10 
percent manufacturers’ excise tax on such sales on the basis of the 
manufacturer’s wholesale price. For example, the standard 11-inch 
typewriter has a wholesale price of $105, and the manufacturers’ ex- 
cise tax is $10.50. This is the tax paid by the company on all new 
machines sold, whether sold at wholesale or at retail; and this is the 
tax payable if the company itself uses one of its new machines. 
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There is, however, one situation in which the company is required 
to pay a much higher excise tax, and it is this situation to which we 
objec t. 

An abnormally high tax results where the company first rents new 
typewriters to customers and then, after 2 or 3 years, sells the ma- 
chines secondhand. Such machines are rented at about $5 per month 
and as sold to a secondhand dealer after, say 3 years for some $55. 
In such cases, under section 3441 (c) as applied by the Bureau of 
Internal Revenue, the 10 percent excise tax is payable— 


On 3 years’ rental at $5 per month 
On the secondhand selling price 


Ota) 00900 60 MPASUNG TAS aia cre rs pense nba eceuen 235. 00 
I a ginal 23. 50 

We submit that it is discriminatory and unfair to require the pay- 
ment of an excise tax of $23.50 where a new machine is utilized in this 
manner when, if the identical machine were sold at wholesale or at 
retail, the tax would be but $10.50. 

By far the largest part of the company’s business consists of the 
sale of typewriters at wholesale or at retail. However, when a new 
model is introduced it has been the company’s practice to use the un- 
sold old models on hand for rental to customers. This avoids the 
complications which would result if an effort were made to distribute 
both old model and new model machines at the same time. This prac- 
tice also meets a legitimate demand of customers who wish to rent 
typewriters. 

The general purpose of the manufacturers’ excise tax law is to im- 
pose a uniform manufacturers’ excise tax applicable on the same 


basis to all producers, irrespective of variations in methods of doing 
business. In the report of the Ways and Means Committee on the 
Revenue Act of 1932 when the manufacturers’ excise taxes were first 
adopted as to certain items, it was said: 


It is of utmost importance that the tax be imposed and administered uni- 
formly and without discrimination. Each member of a competitive group 
must pay upon substantially the same basis as all his competitors, even though 
his sales methods may differ. Consequently the bill requires that every effort 
be made to ascertain the manvfacturer’s or producer’s price at the place of 
manufacture or production. In the case of those commodities which are ordi- 
narily sold at wholesale, this price will be the price at which the manufacturer 
sells to the wholesaler, even though the particular sale is at retail. 


In pursuance of this general purpose, the law specifically provides 
that the tax shall be measured by “the price at which such articles 
are sold, in the ordinary course of trade, by the manufacturer” not 
only with respect to ordinary sales at wholesale but also in the follow- 
ing cases: Sales at retail (s sec. 3441 (b)); sales on consignment (sec. 
3441 (b) )3 sales, not at arm’s length, at less than a fair price (sec. 
3441 (b)) ; use by the manufacturer (sec. 3444). 

With respect to leases of taxable articles, section 3440 provides that 
the lease of an article by the manufacturer shall be considered a taxa- 
ble sale of such article. This provision was properly designed to pre- 


vent the tax from being avoided by the use of some form of lease in 
lieu of a sale. 
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With respect to leases and certain other transactions, section 3441 
(c) provides as follows: 

(c) (1) In the case of (A) a lease, (B) a contract for the sale of an article 
wherein it is provided that the price shall be paid by installments and title to 
the article sold does not pass until a future date notwithstanding partial pay- 
ment by installments, (C) a conditional sale, or (D) a chattel mortgage ar- 
rangement wherein it is provided that the sales price shall be paid in instuall- 
ments, there shall be paid upon each payment with respect to the article that 
portion of the total tax which is proportionate to the portion of the total amount 
to be paid represented by such payment. 

It is not at all clear from the statute that, in permitting the total 
tax in these types of transactions to be paid in installments, Congress 
intended that a higher tax should be paid in cases falling within sec- 
tion 3441 (c). The Bureau of Internal Revenue, however, holds that 
a lease is not a sale at retail and hence that, in the case of leases, the 
provision of section 3441 (b) as to sales at retail is not applicable. 
The Bureau holds that in the case of a lease the 10 percent tax is pay- 
able on the full amount of rent received, even though this results 1n 
a tax in excess of that measured by the manufacturer’s wholesale price. 
This construction of the section was sustained in MacClintock v. West- 
over (167 F. 2d 601 (9th C. C. A.)). 

In pursuance of this practice, Royal Typewriter Co., Inc., when it 
rents a new machine for, say, 3 years for a total rent of $180 is re- 
quired to pay a 10 percent excise tax totaling $18. 

Furthermore, when the machine is then sold to a secondhand dealer 
for $55, a further excise tax of $5.50 is imposed, making a total tax 
of $23.50. 

If the same machine had been sold at wholesale or at retail or had 
been used by the company, the tax would have been but $10.50. The 
manufacturer’s excise tax, as thus applied, discriminates against and 
penalizes heavily one particular method of disposing of taxable 
articles. 

Section 3441 (c) also applies to installment sales, conditional sales, 
and chattel mortgage arrangements, and similar problems may pos- 
sibly arise with respect to these types of transactions. 

Our proposal is that section 3441 (c) be amended to make it clear 
that in cases falling within that section the total tax payable, with re- 
spect to any article, even though payable in installments as rental pay- 
ments or installment payments are received, should not exceed the 
tax measured by the manufacturer’s wholesale price, thus putting this 
class of transactions on the same tax basis as all others. 

This result can be accomplished by striking out the latter portion 
of section 3441 (c) reading as follows: 
upon each payment with respect to the article that portion of the total tax which 
is proportionate to the portion of the total amount to be paid represented by such 
payment. 


and substituting therefor the following: 


a tax at the prescribed rate computed on such payment, but the total tax with 
respect to any article which is leased, or which is leased and then sold by the 
manufacturer or producer to the lessee or others, shall not exceed the tax com- 
puted on the price for which such articles are sold, in the ordinary course of 
trade, by manufacturers or producers thereof, as determined by the Com- 
missioner. 
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A letter discussing this point at greater length and on a more 
technical basis was sent to Mr. Grand by Royal Typewriter Co., Inc., 
on June 16, 1953. 

Mr. Foranp. When you bring out a new model typewriter you use 
the old model left on hand for rental purposes? 

Mr. Creary. Yes. 

Mr. Foranb. Suppose that they were turned over to a subsidiary 
which would do nothing but rent the machines, would there be a tax 
on the rental ¢ 

Mr. Cieary. I am not sure. 

Mr. Foranp. The rent, I imagine, under those circumstances, would 
be tax free, because it would be the profit of another company. 

Mr. Creary. Well, I do not know. If we turned it over to a sub- 
sidiary to sell, the tax would have to be paid. 

Mr. Foranp, I said “to rent.” 

Mr. Cuieary. The laws says a lease is a sale. They treat them the 
same, 

Mr. Foranp. I thought that that was a way of getting around it. 

Mr. Creary. We have thought of that, but have never tried it. I 
suggested in my statement a proposed amendment to take care of this 
situation, to make it clear that the tax is to be the same in his case 
as in all other cases, and the general idea of the amendment is that the 
tax is to be paid on the rent as received, or on the resale, but that the 
total tax on any order should not exceed the regular tax based on 
the manufacturer’s wholesale price. 

Thank you very much, 

The CuHairman. We thank you very much for your appearance. 

The next witness is Mr. M. O. Ryan. 

(No response. ) 

The Cuatrman. The next witness is Mr. George A. Croft, Sr., presi- 
dent of the Nationwide Trailer Rental System, Wichita, Kans. 


STATEMENT OF GEORGE A. CROFT, SR., PRESIDENT OF THE NATION- 
WIDE TRAILER RENTAL SYSTEM, WICHITA, KANS. 


Mr. Crorr. My name is George A. Croft, Sr. I reside at 3933 Blue 
Ridge, Kansas City, Mo. My occupation is the manufacture and 
rental of utility type trailers and, in this connection, I have a trailer 
manufacturing company at 4933 Truman Road, and a trailer rental 
company at 4601 Truman Road, both of which are located in Kansas 
City, Mo. 

I also am president of the Nationwide Trailer Rental System, which 
is an association comprised of approximately 300 independent trailer 
operators located in the same number of cities over the United States. 
The primary purpose for which the association was formed was to 
provide one-way trailer rental services to the public. In the capacity 
of my office, I am familiar with the members’ problems. I am in 
constant contact with all of the membership and feel, therefore, that 
I can speak for a majority of our industry. 

The utility trailer rental business in most of. the States of this 
country developed after the close of World War II. It seems to be 
part of a general economic trend which has resulted in certain infre- 
quently used items being rented for a nominal fee by the owner. In- 
stead of purchasing the item and facing the problem of initial cost, 
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storage and depreciation or the embarrassment of borrowing from a 
friend or neighbor, the public has more and more turned to renting 
it from the owner for a few hours, or a day or two. Since these items 
are generally needed only once or twice a year or, perhaps, only once 
in 10 years, the cost to the user is generally less than the cost of storing 
the item. There are many such items available to the renting public, 
but the utility trailer seems to be one of the more popular subjects of 
the trend. 

The essence of the rental trend is the ability of many to share in the 
beneficial use of an item of which one would otherwise be deprived. 

The rental of 2- and 4-wheel automobile trailers has become a major 
part of this trend. Trailer manufacturers aware of the trend began 
building trailers for rental purposes. Presently in the United States 
there are hundreds of small manufacturers of these trailers who have 
placed the trailers on small lots for rental to the public. A part cf 
the people who are in the business of renting these trailers do not 
manufacture them, but purchase them from small manufacturers, thus 
we have a situation of the small manufacturer building the trailers 
and renting the same or building the trailers for sale. 

Utility trailers are used by a large part of the total population, 
even though a particular person may use a rental trailer less than half 
a dozen times during his life span. When rented, these trailers, prac- 
tically without exception, are used by private citizens and are towed by 
their passenger automobiles. The trailers are used for numerous 
small hauling jobs in connection with home or suburban acreage 
Cleanup projects and transportation of certain small personal or 
household items are typical examples. The popularity enjoyed by the 
rental trailer is due chiefly to its convenience and its economy. 

With the foregoing summarization in mind, I would like to call to 
your attention a situation which exists in the levying and collection of 
the Federal excise tax on sales by manufacturers as it is applied and 
pertains to the sale and/or rent of utility trailers. 

For more than 5 years, I have been working with this ambiguous 
tax and have been trying to determine and find the proper way to 
pay it. I have talked with hundreds of operators and without one 
single exception they are confused and unsure of the proper and lawfu] 
application of the Federal excise tax on manufactured articles as it 
pertains to utility trailer rentals. 

This confusion and indefiniteness is not only apparent in the utility 
trailer rental industry, but appears to be even more pronounced in thx 
methods adopted by the revenue agents who assess and collect the tax 
referred to. 

When I first became aware of the Federal excise tax, I began paying 
the tax on trailer sales made by myself. This method seemed to be fine 
until one day I was instructed to pay tax on rentals. This instruction 
of course, after I had made many rentals and would have then owed 
enough to put most trailer operators out of business. 

With this in mind, Mrs. Croft and myself took a trip over the 
northwestern part of the United States and found that in the State 
of Washington, Oregon, Idaho, and Utah the collectors had instructed 
the trailer operators to pay the excise tax when the trailer was put 
into the rental category. 


37746—53—pt. 3 19 
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I also found that section 316.7 of Regulation 46 (1940 ed.) at 
page 6, provided: 


* * ©* ‘The use by a person in operation of a business in which he is engaged, 
of any taxable article which has been manufactured, produced, or imported by 
him or his agent, makes such person liable to tax on such use. 

In view of this, I began paying a tax on the fair market value 
of the trailers that I manufactured when they were placed in use. 

Sometime thereafter, a collector from the office of the internal 
revenue called at my office and informed me that I still was not apply- 

ing the correct method to the payment of the tax, so Mrs. Croft and I 

decided to spend more time and more dollars by driving more miles 
to learn the answer to our problem. We drove to W ashineton, D.C., 
where we were sure the answer would be forthcoming. We contacted 
the proper authorities and placed our problem before them. I ex- 
plained that I was in the business of the manufacture and rental of 
small utility trailers. That as a manufacturer, I would sell a trailer 
to my competitor down the street for a fair market price of $100, plus 
the excise tax of 8 percent or $8. My competitor could then take the 
trailer that he purchased from me and rent the same without paying 
or collecting excise tax on the rentals. On the other hand, to rent the 
trailers that I had manufactured for myself, I must charge an excise 
tax on the rental every time the trailer is rented and I asked the col- 
lector where would the customer go to rent the trailer? To my com- 
petitor, of course. Also, if I did pay excise tax on the rental of a 
trailer manufactured for my own use, under the interpretation placed 
by some collectors, it was possible to pay double or more than the value 
of the trailer by way of excise tax, thus paying over $200 in excise tax 
on a trailer my con ipetitor could purchase for $108 and my competitor 
would not have to charge his customers the tax. I asked the gentle- 
men in Washington, D. C., if that was good business. They didn’t 
answer. In fact after a 3-hour conference, I returned home officially 
instructed that “I should follow the least line of resistance.” 

One member of our association contacted] every reliable authority in 
Washington, D. C., whom he thought mig!it help him to determine how 
to pay the tax correctly. Among the g2ntlemen contacted was a Sena- 
tor, who was familiar with the excise tr x} ill. This Senator informed 
our member that it had not been the intention of the leyislators that a 
tax should be paid on trailer rentals, but. rather in cases of this tvne 
should be paid when the article was put in use. 

There are many cases where the internal revenue department hae 
claimed that there was a tax due on the rentals of all trailers. Almost 
without exception, the department has been willing to settle these 
cases for the tax on the wholesale cost of the trailer when the trailer 
was put in use. 

There are instances, where at the suggestion of the collector, trailer 
operators have been encouraged to engage in petty subterfuges to 
satisfy the confusion and inequities that the law has created. In one 
specific instance, an operator was advised to sell his trailers to a third 
party, pay the tax, and then purchase the trailers back, thus satisfying 
the sales provisions of the act and obviating the possibility of levying 
the tax on subsequent rentals. 

These are but a few of the conflicting procedures that have been 
adopted by the internal revenue department. It is readily apparent 
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that the collectors themselves do not know how the law should be ap- 
plied on trailers where they are rented by the manufacturers. 

Section 316.9 of Regulation 46 (1940 ed.) provides as follows: 

Special provision is made in the law for computing taxes due in the cases of 
leases of articles and installment and so-called conditional sales. The term 
“lease” means a continuous right to the possession or use of a particular article 
for a period of time. It does not include the use of an article merely as occasion 
demands * * * 

Certainly the rental of a trailer for a few hours or a day constitutes 
a use “merely as occasion demands” and does not constitute the unin 
terrupted use of an article. You are, no doubt, familiar with the 
met hod of le ASC arrangements made by I: irge busin ess mac ‘hi ne comp: l- 
nies in the leasing of their cak ulating machines to the public. I re 
spectfully take the position that it was this type long-term lease that 
was comprehended within the terms of the regulations and further ti ake 

the posi ition that the regulations by their own terms expressly exclude 
occasional us es such as the rental of utility trailers. 

The apprehension and fear experienced by this group of small-busi- 
ness men who are engaged in the manufacture and rental of utility 
trailers is readily understandable. They are honest, upright men who 
have paid excise taxes as they have been instruct ed. To ymorrow an 
agent of the internal revenue department may call on one of them 
and demand payment of excise taxes on their trailer rentals for the 
past several years. It makes no difference that the operator had 
been instructed by a collector to pay by a different method or that the 
chang of collection policy might weil put the operator out of business. 
Taxes must be paid. 

In closing, gentlemen, I wish to reiterate that it is not my purpose to 
appear before this group in the hope that I might evade or avoid the 
payment of a legitimate tax, but rather to beseech of you that the 
excise-tax law, in question, on the basis of the foregoing be clarified 
and amended, so that injustice and inequities will not prevail in the 
future. 

Every citizen of this free Nation is willing to shoulder his load by 
paying reasonable and indiscriminating taxes. Every trailer manu- 
facturer is willing to pay the excise tax, but he must know how and 
what to pay. Since the collectors themselves do not know, it only 
follows that the average citizen cannot possibly know. 

With this doubt and confusion existing, a beneficial economic trend 
is being retarded, and if remedial legislative action is not forthcoming, 
it is possible that the trailer rental business will suffer until the small 
oe are taxed out.of existence. 

Gentlemen, in behalf of the trailer rental industry, I thank you 
kindly for your consideration and indulgence. 

The Cuamman. Thank you very muc h. You have brought out one 
point that is fundamental in all tax bills; that is, that there shall 
be certainty in taxation. Otherwise, no businessman knows how to 
operate unless the taxes are certain. 

Mr. Crort. That is right. 

The CHatrMAN, Thank you very much, sir. 

The next witness is Mr. Bernard F. Miller, Rent-A-Trailer System, 
Richmond, Va. 

We are glad to see you, sir. If you will give your name and the 
capacity in which you appear, we will be gi: id to hear you. 
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STATEMENT OF BERNARD F. MILLER, RICHMOND, VA., MEMBER, 
NATIONWIDE TRAILER RENTAL SYSTEM 


Mr. Mitter. My name is Bernard F. Miller. I am engaged in the 
business of renting automobile utility trailers, doing business as Rent 
A Trailer System in Richmond, Va., where I also reside. I am a 
member of the Nationwide Trailer Rental System. 

[ appreciate this op portunity to acquaint you with an excise-tax 
problem that 1s penalizing a very new industry of hard-working small- 
business men who employ on an average of less than two employees 

each, and who perform most of the manual work connected with their 
sealed themselves. 

I have been engaged in the business of renting utility trailers for 
7 years and am generally known as a pioneer in the trailer rental busi- 
ness in the State of Virginia. I believe that my particular business is 
typical of this industry. My establishment is a small one, consisting 
of a lot 85 feet by 125 feet on which there is a small one-room building, 
16 feet by 18 feet. I have one employee. My business consists of 
renting to the public small utility trailers, designed for towing behind 
individual passenger cars, for purposes of hauling miscellaneous per- 
sonal belongings. I do not own or deal in any large truck trailers or 
house trailers. My utility trailers are rented locally at a flat hourly 
rate and returned to my lot; also they are rented on a one-way basis 
whereby the customer rents the trailer from my lot for use on a trip 
and returns the trailer to another trailer operator at or near the cus- 
tomer’s destination, under an arrangement among all member trailer 
operators of the Nationwide Trailer Rental System. 

The manufacture of these small (most common size, 4 feet by 7 feet) 
utility trailers is a relatively simple operation, requiring a minimum 
of capital, and, of course, one which is closely allied to the normal 
maintenance and repair work involved in the trailer rental business. 
Utility trailers are not mass produced by large ¢ omp: anies. Therefore, 
it is difficult to get delivery of trailers when they are needed most 
in our business. Thi s is one of the reasons we should like to be able 
to build our own’trailers, as we could do this during slack periods 
or nights. 

The supply of utility automobile trailers has always been far behind 
the demand, and I believe that the reason for this is the manner in 
which the Internal Revenue Service and the courts are interpreting 
and applying the Federal excise tax to the manufacture of them— 
a manner which often results in the small builder paying a total tax 

ual to four times the value of each trailer—and a manner which has 
driven hundreds of small trailer rental operators like myself out of 
the building field. 

Needless to say, I am not a tax expert, but I have discussed this tax 
with many specialists in that field and I am convinced that legislative 

clarification of the manufacturer’s excise tax on utility automobile 
trailers is urgen it ly needed. 

[I would like to discuss briefly, the confusion in the present law. 
The basic section of the Internal Revenue Code relating to an excise 
tax on trailers is section 3403. This section clearly imposes a tax only 
upon the sale of a trailer by the manufacturer. The tax is measured 
bya Pere entage of the sales price. I have been advised that the courts 
have clearly established that a manufacturer does not incur tax liabil- 
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ity under section 3404 merely by manufacturing the trailer, but only 
when he sells it. Thus, the taxable event from which tax liability 
arises is the sale; and the measure of the tax in such case is the selling 
price. 

However, the liability under section 3403 can arise in transactions 
which differ from an ordinary sale as understood by the layman. 
Section 3440 provides: . 

For the purpose of this chapter the lease of an article * * * by the manu- 
facturer * * * shall be considered a taxable sale of such article. 

Thus, this section makes a lease a taxable sale, but does not define 

the word “lease,” nor is it defined in any of the other sections of the 
code dealing with the Federal excise tax. However, Regulation 46, 
section 316.9, defines the term as— 
a continuous right to the possession or use of a particular article for a period 
of time. It does not include the use of an article merely as occasion demands, 
but the contract must give the lessee the right to possess or use the article, 
without interruption, for a period of time. 

I am told that a study of the legislative history of the Revenue 
Act of 1932, in which section 3440 of the code was enacted, and the 
Revenue Act of 1924, which contained a similar provision, reveals 
that Congress intended to tax transactions which, although a lease 
in form, were in reality a contract for a sale with payment by instal- 
ments; and that it was not intended to include mere rentals for short 
periods of time. The position of men in the utility trailer rental 
business has been that their own rental of a homemade trailer for a 
limited period of time does not constitute a lease because such rental 
is not sufficiently like a sale of the article by the manufacturer under 
the Federal excise tax. However, the Internal Revenue Service, 
after expressing considerable doubt and issuing conflicting rulings, 
has said arbitrarily that this does constitute a lease. 

Now, once an act has been found to be a lease amounting to a tax- 
able sale, the Internal Revenue Code provides in section 3441 (c) that 
the measure of the tax shall be as follows: 

* * * there shall be paid upon each payment with respect to the article that 
portion of the total tax which is proportionate to the portion of the total amount 
to be paid represented by such payment. 

Regulation 46, section 316.9 provides that where articles are leased 
by the manufacturer— 

* * * a proportionate part of the total tax shall be paid upon each payment 
with respect to the article. Such taxes are to be returned and paid to the col- 
lector during the month following that in which such payment is made. 

I understand that the courts have held that section 3441 (c) deter- 
mines the measure of the tax as well as the time and manner in which 
it should be imposed. This has resulted in the imposition of the tax 
on the total gross revenues derived from leasing an article throughout 
its lifetime, and a total excise tax on many times the fair market 
value of the article at the time it was manufactured. 

It is this application of the Federal excise tax law by the Internal 
Revenue Service that has forced the small trailer rental operator, 
making his own utility trailer for his own rental business, to pay an 
excise tax on each rental of that trailer for its entire life. The aver- 
age life of the usual 4 feet by 7 feet utility automobile trailer has been 
estimated to be 10 years, and trailer operators have had to pay on a 
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single trailer, in manufacturer’s excise tax alone, total sums equal to 
four times the fair market value of that trailer when brandnew. 

For example, if I buy a trailer for $100, I pay an excise tax of $10 
(10 percent). However, if I build that same trailer, I must pay a 
manufacturer’s excise tax of 10 percent on each rental for as long as it 
lasts—ordinarily 10 years. Since the average income per year from 
each trailer is $400, or a total of $4,000 for 10 years, I eventu: lly pay 
a total tax of $400 on this trailer which I built myself. In other 
words, if I buy a trailer, I pay $10 tax; but, if I build that trailer, I 
pay $400 tax. 

However, in fact, these operators, like myself, have not continued 
to vay this continuing manufacturer’s excise tax at all because we 
have been driven out of the business of building our own trailers. 
Ironically, we can build a trailer, sell it to a competitor and pay the 
excise tax on the selling price; but we cannot use that trailer which we 
built ourselves, in our own rental business and pay an equivalent 
excise tax (fair market value) on it. 

While we feel that the making of our own trailers for use in our 
own rental business does not, and should not, incur tax liability under 
section 3403 (taxable sale) or under section 3440 (lease amounting 
to a taxable sale), we do not maintain that such activity incurs no tax 
liability at all. We are of the opinion and think that Congress in- 
tended that the rental of a product by the manufacturer for short 
periods of time and as occasion demands, although not constituting a 
lease amounting to a sale, does incur tax liability under another sec- 
tion of the same chapter of the Internal Revenue Code. Section 3444 
provides that where a manufacturer produces an article for his own 
use, he is liable for payment of the excise tax computed on the— 

* * * price at which such or similar articles are sold, in the ordinary course 
of trade, by manufacturers * * *, 

This is the basis on which we feel we should pay the manufacturer’s 
excise tax for — our own trailers. 

By way of summary, it seems that the taxable event which makes a 
builder of utility traile ‘rs liable for the Federal excise tax is = the 
building of the trailer, but the subsequent sale, lease, or use by the 
builder of the trailer. The measure of the tax differs, depending on 
what the taxable event is. In an outright sale, the tax is measured by 
the selling price; in a lease by the total rental; and in use by the manu- 
facturer by the fair market price at the time the manufacturer begins 
to use the article. 

We do not ask repeal, or even reduction in the rate of the manufac- 
turer’s excise tax on utility automobile trailers. We ask only for the 
necessary legislative clarification in the tax laws to eliminate the 
unfair and inequitable application of the ts ax which says our short-term 
trailer rentals are leases amounting to taxable sales, and then taxes 
each rental for the life of the trailer. 

Certainly, it was never intended that a manufacturer’s excise tax be 
imposed on small-business men on such a basis. 

Gentlemen, I respectfully thank you for this opportunity to appear 
before this committee. 

The Crarrman. We certainly thank you for your very able pre- 
sentation of the subject. 

The next witness is Mr. Vernon D. Platt, president, Participating 
Sports Association of Americ: 
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We are glad to see you here, Mr. Platt. If you will just give your 
name and the ‘apacity in which you appear, we will be elad to hear 
you. 


STATEMENT OF VERNON D. PLATT, PRESIDENT, PARTICIPATING 
SPORTS ASSOCIATION OF AMERICA 


Mr. Piarr. Mr. Chairman and members of the committee, my name 
is Vernon D. Platt, I am president of the Participating Sports Asso- 
ciation of America. For 28 years my father, brother, and I have 
operated a recreation center called Somerton Springs in Feasterville, 
Bucks County, Pa. 

Today I come before your committee with a twofold plea 

First, to point out that the present excise tax law exempts from the 
20 percent admissions tax, swimming pools, beaches, skating rinks, 
or other places providing facilities for physical exercise, operated by 
any State or political subdivision, but, mind you, if that facility were 
owned by private enterprise, the same citizen would have to pay a 
20 percent tax for his recreation. 

This inequity of taxing our citizens, both juvenile and older, based 
on whether they are attending facilities operated by the Government 
or facilities operated by private enterprise is distinctly a socialistic 
and un-American attitude in our tax structure. 

This wrong can be made right—and that is why I am here today— 
to urge you to favorably consider H. R. 3421, as presented by Mr. 
King, of Pennsylvania. We only ask that recreation provided by 
private enterprise receive the same tax treatment as those operated 
by governmental units. 

No matter how urgently we need revenue, the taxpayers of the 
United States would not willingly approve a tax imposed on a certain 
group or any one class. In all fairness, if the tax proves to be dis- 
criminatory, it should be removed without delay. Such is certainly 
the case with this tax on swimming and roller skating in places which 
are privately owned. 

We operators of privately owned facilities already are at a distinct 
operating disadvantage as compared with Government-owned units. 
Obviously, our facilities are not created with tax dollars, there must 
be a capital investment. We must provide a return on that investment, 
pay real-estate taxes, interest, insurances of all kinds, licenses, and 
a myriad of taxes and a host of other expenses not charged against a 
Government-owned unit. Then we must also be mindful that our 
American capitalistic system expects the owner to make a profit. In 
addition to all these price disadvantages under the present taxation 
inequity, we have an additional 20 percent price differential. How can 
we compete pricewise with such unfair burdens? 

Now I would be remiss in my duty to my colleagues if I didn’t bring 
to your attention that there are those in the Government and the tax 
bureaus who will simply say that the tax cost us nothing, that it is 
the consumer who pay it’ that it is added to the established admission 
price—like a topping on a sundae. Let us not be naive nor mislead by 
this bureaucratic thinking, because our price is the amount our patron 
is willing to pay for our recreational services as compared with our 
competition. 
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How long, may I ask you, do you think this tax can continue skim- 
ming off 20 percent of the cream, before our type industry is taxed 
completely out of existence? Only in a true monopoly can a tax be 
applied as an added cost w ithout affecting the popularity of the com- 
modity with the consumer. 

Already our recreational industry has been hard hit. Whereas in 
1930 there were over 5,000 privately owned swimming polls in opera- 
tion in the United States, now in 1953 there are less than 2,500, half 
as many. This is not typical of the progress in the United States 
during this period. Roller-skating rinks have suffered even more— 
in 1951 there were approximately 4,800, in 1953 only 2,800. Almost a 
50 percent decline in a few years. 

In most cities and States we have been reading of the public dis- 
favor with 1 and 2 percent sales taxes as being too great a burden. 
Yet private y owned swimming pools and rinks, whic h are |; argely for 
children and juveniles, are handicapped with a 20-percent tax. Why 
should the children pay such high taxes on their needed recreation 
when their parents go scot-free of admission tax in their golfing, ski- 
ing, tennis, bowling, horseback, fishing, and the like? If anything, it 
seems to me, we should be receiving subsidies from the Government as 
the farmer does, for we are providing a true community service. In- 
stead however, as an industry, we are being taxed out of business. 
Think of main street in your own hometown—can you picture it with- 
outa pool or rink for the kids to go to. Do you think the local night 
club, racetrack, or beer parlor should be elaborately lighted and 
equipped while the kids get short changed with a dilapidated old 
makeshift rink or pool for their recreation? Well that’s what is hap- 
pening, the operators are not able to make enough to improve nor 
maintain their places let alone attract any new private capital for new 
installations. The competitive situation for our industry would be 
greatly improved by the passing of bill H. R. 3421. 

If H. R. 3421 is passed, we, the members of the Participating Sports 
Association of America, intend to pass this tax savings on to the chil- 
dren and patrons of our communities by lowered prices and therefore 
millions of juveniles will benefit by this removal of tax inequity. Of 
course we hope that increased attendance will result and help our 
businesses. Greatest help would be to the small, marginal operator 
who in his rural community under present taxes, has had to close up. 

My second plea to your committee is in regard to the proposed gen- 
eral revision in the excise tax field: 

Since World War I recreation has been taxed in the same manner 
as any luxury entertainment or spectator sport. We feel there should 
be a broad difference in the taxation of entertainment or spectator 
sports as compared with participating sports. 

believe the Government tax advisers realized the need of this dif- 
ference when they made and passed the tax bill of 1951 which removed 
the tax on governmental units offering physical exercise. By passing 
bill H. R. 3421 this good thought would be extended to all Americans 
engaging in physical exercise, which after all is most essential to our 
own national health and to the well being of our communities. What 
better pastime can the youth of our Nation indulge in than swimming, 
skating, or any other participating sport ? 

If, in the general tax revision, the planners are mindful of the na- 
tional need for recreational establishments they will divorce this type 
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of recreation taxwise from entertainment and luxury sports for the 
following reasons: 

First: Privately owned and operated establishments would elim- 
inate the great drain on public treasuries which result in high taxes 
when recreation becomes solely the duty of the Government. 

Second : Recreation is so very necessary to the youth of the Nation 
and helps materially in curbing the } juve nile-delinquency proolem. 

Third: Competitive private enterprise can do the recreational job 
much more economically than the publicly owned pool or rink, which 
is created with tax dollars. 

Fourth: Private enterprise in recreation must be encouraged yes, 
even subsidized by the Government. One positive way to assist this 
industry is to adopt a favorable tax plan, certainly not the type of 
taxation we have had the past 30 years in which we have been taxed 
todeath. Unfavorable tax treatment has been largely responsible for 
the high mortality in the numbers of recreation places in the Nation. 

For my colleagues and myself may I thank you for this opportunity 
to present our case. 

The CHarrMan. Thank you very much for your appearance. 

The next witness is Mr. Orrin B. Werntz, National Screw Machine 
Products Association, Cleveland, Ohio. 

If you will just give your name and the capacity in which you ap- 
pear for the record, we will be glad to hear you. 


STATEMENT OF ORRIN B. WERNTZ, CLEVELAND, OHIO, REPRE- 
SENTING THE NATIONAL SCREW MACHINE PRODUCTS ASSO- 
CIATION 


Mr. Werntz. My name is Orrin B. Werntz, of Cleveland, Ohio, 
and my occupation is that of trade association management. I appear 
here today on a problem affecting the screw machine products indus- 
try, whic hI represent, as well as all manufacturers in this country 
using c utting oils in their manufactur ing processes. 

In passing, I could not help but note that I am No. 13 on this docket 
today. It was just 13 years ago that I first appeared in Washington 
on this problem. So I think I will consult a numerologist when | 
get back home. 

The problem involves only the misapplication of Internal Revenue 
Code section 3413 to a group of oils known commercially as “cutting 
oils.” The solution, although simple, requires an act of Congress. 
To this end Representative Jenkins of Ohio introduced on June 8, 
195, a bill, H. R. 5606, that specifically eliminates cutting oils used in 
manufacturing processes from the general category of lubricating oils, 
now taxed at 6 cents a gallon under section 3413 of the I. R. C 

H. R. 5606 reads as follows: 


A BILL to amend the Internal Revenue Code to provide that the excise tax on lubricating 
oils shall not apply to cutting oils. 


Be it enacted by the Senate and House of Representatives of the United States 
of America in Congress assembled, That section 3414 of the Internal Revenue 
Code (relating to tax on lubricating oils) is hereby amended by adding at the 
end thereof the following: “Oils used primarily in cutting and machining opera- 
tions on metals and known commercially as ‘cutting oils’ shall not, for the 
purposes of this section, be considered as lubricating oils.” 

Sec. 2. The amendment made by the first section of this act shall take effect on 
the first day of the first month which begins more than 10 days after the date 
on which this act is enacted. 
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A copy of the bill is made a part of this statement. 

I would like to review the background leading to the introduction 
of this bill, explain the term “cutting oils” and their uses, and answer 
any questions concerning this problem to the House Ways and Means 
Committee. 


THE TAX ON LUBRICATING OILS 


The first tax on lubricating oils was applied in 1932, and as the 
record at that time discloses, Congress intended to tax only lubricating 
oils used in automobiles, similar to the Federal gasoline tax. Unfor 
tunately the original act and its latest amendment in 1941 and 1942 
was so worded as to encompass for tax purposes all lubricating oils, 
later defined under Regulation 44 section 314.40 to include all oils 
which are sold as lubricating oil and all oils which are suitable for 
use as a lubricant. 

In the years that have passed the tax has, with few exceptions, been 
applied to all oils having lubricating qualities, regardless of their 
use, and the or iginal intent of Congress. 

Cutting oils is one category of oils that has suffered from this mis- 
application because these oils although in some cases suitable for 
lubrication are not used for that purpose. 


DEPARTMENT OF COMMERCE—PETROLEUM DIVISION AGREES 


‘The most recent authority for that statement is in a July 1953 publi- 
cation of the Department of reer (DC-62006—copy made a 
part of this statement) titled “Sales of Lubricat ing Oils and Greases.” 
On page 4 there is pe blished a classification of lubricants and allied 

products. Under the heading “Industrial Other Oils” is this defi- 
nit ion: 

Products intended for processing, testing, or other nonlubricating uses, which 
are sold by the gallon inc/uding tanners’ products, cutting oils and compounde 
intended to be used for any operation in the working of metal, such as cutting, 
machining, threading, forging, drawing, grinding, rolling, punching, stamping, 
ete., and oils and compounds used for quenching, tempering, or rust prevention. 


INTERNAL REVENUE BUREAU EXCLUSIONS 


Despite the all inclusive wording of I. R. C. section 3413 and Regu- 
lation 44 on definition, the Bureau of Internal Revenue has seen fit 
to exempt from taxation some oils suitable for lubricating purposes, 
when not primarily so used, although there is some secondary lubri- 
cation present, yet has persisted in refusing similar exemption on 
cutting oils, which in fact to me amounts to discrimination. 

As an aside to that, I have been sitting her this morning listening 
to the many witnesses, and this matter of discrimination seems to be 
the basis of the most of their conversation. 

An example of this hydraulic oil used primarily to transfer power, 
but while so doing incidentally lubricates pistons and cylinder walls. 
Another is oil used in the sealed crankcase of a compressor in a 
mechanical refrigerator, where so used it is considered a component 
part of the compressor and not a lubricating oil. Another is grind- 
ing oil, used in grinding operations on metals. Those three examples 
are considered nontaxable. 
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Because of this discrimination this committee becomes our court of 
last resort to correct this inequity. 


THE USE OF CUTTING OILS 


These oils are primarily used to cool the metal being cut and the 
tools used in a machining operation. Hence the term “cutting oils.” 
On the other hand, oils used purely for lubrication are different in 
viscosity and compounding and are carried in separate reservoirs in 
machine tools, with every attempt made to keep the two types of oil 
from contaminating each other. 

These lubricating oils are not unde ‘r discussion, and we agree they 
are subject to tax under section 3413, even though a machine tool is 
not an automobile or an internal combustion motor. 

Cutting oils are used in extremely large volume because volume is 
needed to effect proper heat transfer. Other cutting agents are also 
used, such as water, or chemicals, but oil is the most common cutting 
agent as it also inhibits rust and compounds well with chemical cut- 
ting agents, as for example chlorine and sulfur which through chemi- 
cal reaction facilitate cutting operations rather than the oil; and the 
oils then become only carriers of these chemicals. 

To you gentlemen who drive automobiles, here is a bottle of motor 
oil SAE 30 [exhibiting] and of high viscosity—that is, thick. The 
viscosity number is 560. You have often poured it into your own 
crankcase. 

Over here is a cutting oi] [exhibiting]. It looks somewhat the 
same. The viscosity is only 150. You would not dare use that in your 
automobile. It would not lubricate. In this cutting oil they put 
chlorine, which is a gas, and that chlorine has to be compounded with 
paraffin wax. That is the only way the free chlorine can be trapped— 
is to pempeane wax with the cutting oil. 

Here [exhibiting] is free sulfur in powdered form. That cannot 
go into an iadieaninilie for lubricating purposes. That is also com- 
pounded. 

So when you get a standard cutting oil such as this [indicating], 
you have chlorine and sulfur in that cutting oil. This is what is 
really doing the cutting or what amounts to chemical lubrication and 
is not the type of lubric ation we will discuss. 

Here [exhibiting] we have a soluble oil. This vial contains oil one 
part and water 40 parts, and that oil is considered taxable as a 
Jubricant. 


NORMAL LUBRICATION 


As you gentlemen on this committee already know from experience, 
normal lubrication consists of inserting a film of oil between two ob- 
jects to separate them and so reduce friction. 

For example a knife blade easily cutsa pencil. But if I were able to 
maintain a film of oil on the pencil the blade would slip off the wood 
instead of penetrating. 

Likewise a bar of steel and a cutting tool. If cutting oils were 
successfully used for lubricating purposes this tool could not dig into 
the bar and remove sections of it in the form of chips. To be effective 
the point of this tool must penetrate into the metal, and the extreme 
heat so generated must be dissipated. 
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This explanation of a simple cutting operation illustrates that cut- 
ting oils are not purchased for lubricating purposes and therefore are 
in the category of oils for nonlubricating uses and have been previously 
recli issified. 

We respectfully ask that this committee include H. R. 5606 in the 
eventual revision of the Revenue Act in justice to the actual use of 
cutting oils and to eliminate the present discrimination. 

I wish to thank the committee for this opportunity to appear before 
you and will answer any questions raised by my prepared statement. 

The Cuairman. Thank you very muc h for your presentation and 
the demonstration you have given us. It was very instructive. 

Just what part of this matter attached to your statement do you 
wish inserted in the record ¢ 

Mr. Werntz. The only statement I wish inserted in the record 
appears under “Sales of Lubricating Oils and Greases, 1951,” found 
on page 4 of the pamphlet. 

Mr. Enernarter. You do not want the whole publication ? 

Mr. Werntz. No, sir. 

(The matter above referred to is as follows :) 


SALES OF LUBRICATING OIls AND GREASES, 1951 


EXPLANATION OF TABLE 6——SALES OF LUBRICATING OILS AND GREASES, 1951 
(ADJUSTED) 


The 1951 export sales of lubricating oils and greases reported by the com- 
panies participating in this survey differed to a considerable extent from official 
United States export statistics compiled and reported by the Bureau of the 
Census, Department of Commerce. Doubtless, part of this difference is found in 
the fact that many reporting companies, as original suppliers, do not know the 
ultimate destination of all the products they sell. There is some evidence for 
the belief that when ultimate destination as between foreign and domestic was 
in doubt, these amounts were included in “domestic sales.” It is believed, how- 
ever, that certain customers of original suppliers probably exported portions of 
these, which, therefore, actually are included in the Department of Commerce 
export data. 

Under the assumption that the Bureau of Census export figures were correct, 
State (domestic) sales, as reported by the industry, were considered to have been 
overstated by the difference in the two reported export figures. After study 
of the details of Department of Commerce export data, all possible adjustments 
were made. Other adjustments were also made to bring the classifications of 
provucts into line as between oils and greases. 

However, there were certain difficulties encountered which made it impossible 
to adjust the sum of 1,265,287 barrels, which is the difference between the amount 
reported by the Bureau of the Census as having left the country from the State 
of Louisiana and the lower amount reported by the companies as having been 
shipped abroad apparently from the same State. Every effort made to adjust 
the domestic-sales fizures to the extent of this deficiency was unsuccessful. It 
is felt that the individual user of this report will make his own assumptions as 
to the net domestic sales for those States in which this one unadjusted export 
amount could have originated. 


The CHatrman. The next witnesses are H. R. Miller, Esq., and 
J. R. Miller, Esq., representing the Muncie Novelty Co., Universal 
Manufacturing Co., and others. 
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STATEMENTS OF H. R. MILLER AND J. R. MILLER, REPRESENTING 
THE MUNCIE NOVELTY CO., UNIVERSAL MANUFACTURING CO., 
AND OTHERS, ACCOMPANIED BY JOSEPH BERKOWITZ AND TED 
BROYLES 


Mr. H. R. Miter. I am a member of the bar of the State of Mary- 
land and, with my partner, James Robert Miller, represent the follow- 
ing manufacturers: Gay Games, Inc., of Muncie, Ind.; Muncie Nov- 
eliy Co., of Muncie, Ind.; J. L. McDaniel nae Co., of Indianap 
olis, Ind.; National Manufacturers, Inc., of Canton, Ohio; Novel 
Printing Co., of Indianapolis, Ind.; Tri-State Corp., of Bristol, 
Tenn.; Universal Manufacturing Co., of Kansas City, Mo.; Wests 
Novelty Co., of Muncie, Ind.; W iIner Sales, of Muncie, Ind.; and 
Wheeling Novelty Co., of Wheeling, W. Va. 

Accompanying me are Mr. Ted Broyles, owner of the Muncie Nov- 
elty Co., and Mr. Joseph Berkowitz, president of the Universal Mfg. 
Co., whom we have brought with us to answer any questions you 
gentlemen might have. 

The CuamrmMan. What is your address? 

Mr. H. R. Mutter. Silver Spring, Md. 

The manufacturers named manufacture ticket games, which are 
games of chance Canigne to be purchased and used by newsstands, 
drugstores, restaurants, gasoline stations, and others. These ticket 
games are designed prismuite for nickel and dime wagers and are 
similar in operation to a punchboard. 

If I may introduce one of such games into the record, this is a ticket 
game from which these chances (indicating) are pulled, and there is 
a seal here to determine the winner. 

We are here to request legislation on behalf of these 10 manu- 
facturers to remedy a situation hereinafter discussed, which has 
reduced their business to approximately 15 percent of normal. We 
have brought with us Mr. Joseph Berkowitz, president of the Uni- 
versal Mfg. Co., and Mr. Ted Broyles, owner of the Muncie Novelty 
Co., who have samples of the type of merchandise manufactured, and 
will be happy to answer any questions which you might have. 

Prior to the passage of the wagering taxes which imposed a tax 
of 10 percent on all gross wagers and required all persons accepting 
wagers to purchase a $50 tax stamp. These manufacturers, together 
with others, who have now been forced to close their plants, sold 
approximately $16 million worth of merchandise each year. They 
employed approximately 2,500 full-time employees who were organ- 
ized into approximately 25 local labor unions. In addition, many 

candy and novelty wholesalers depended largely on their products, 
alia thousands of small retail businesses derived profit from the opera- 
tion of these games. Inasmuch as these games return approxim: ately 
80 percent of the money taken in to the players, they were in wide 
demand as trade stimulators for newsstands and restaurants. These 
manufacturers do not derive profit from the operation of these games, 
but sell to wholesale jobbers and retail merchants at catalog prices. 
They are, in effect, specialty printers. 
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Ever since the Commissioner of Internal Revenue ruled that per- 
sons using these games are subject to the wagering tax stamp of $50 
per year for each person who op rates same, plus a tax of 10 percent 
on the Toss wagers place Zs their business h las = eNO} 1 the decline until 
today 50 percent af the manufacturers are out of ienikioshs Now there 
are only 500 full- and mnipe time employees, and their gross sales 
amount to only about $2 million per year. Their business is becoming 
increasingly worse eac ch month, and most of the manufacturers feel 
the industry will be virtually nonexistent in another year. 

These manufacturers feel certain that their inability to sell their 
merchandise is for the reason that the operators of same are subject to 
the wagering taxes. Persons who would normally operate these games 
will not operate them when these games are subject to the wagering 
taxes, for two reasons. First, these games are not true gambling de- 
rices, but 5- and 10-cent amuseme nt items operated not by organized 
{ guile rs, but bs small retail bi iessmen. The \ refuse to purchase 
a $50 tax stamp for each employee as these tax stamps must be posted 
i” their place of business, and state that they are in the business of 
eceptin wagers. In the rel itively few cases where these stamps 
} ‘sons operating these oames, they have 

‘al enforcement officials and newspapers 

y al nounced that they are in the business of 

| ey have been watche d c ‘losely to see that they 

are not acceptil rserace or policy wagers. Naturally, the owner 
of t the local drugst re does not wish t » be » placed in this category. 
Also, because of the small amount of inkee the operators of these 
games do not wish to bother with the filing of returns for the payment 

F the 10 percent tax on gross wagers. Secondly, as stated before, 

imes return an a age of 89 pe reent of all the money taken in, 
players, and the paying of a tax of 10 pe eee on the gross 
gers, plus a $50 tax stamp per annum for each operator, makes 
these games unprofitable to operate. For example, some games take 
in $50 and realize as much as $10 profit. prom that $10 the operator 
must pay $5 tax, plus the cost of the game and a proportionate share 
of the $50 tax stamp. Few persons will oper ate these 5- and 10-cent 
games at such a small return or even, in some instances, a loss. Tests 
made by the manufacturers indicate that to cut down the 80 percent 
average paid back to the players, stops most people from playing. 
Consequently, for the above reasons the wagering taxes as ap plicable 
to these games discour: ige the use of same to such an extent that these 
manufacturers are now af erating at only 15 percent of normal. Their 
s today are primarily to lodges and private clubs now exempt from 
the wagering taxes. F eh ermore, it has come to the attention of these 
manufacturers, through conversations with wholesalers, that a large 
been ige of the merchandise now being sold is being operated by 
the retailers under the counter without payment of the wagering 
xes, Althoush statistics indicate that $5.350,000 in revenue was 
obtained from the wagering taxes in the fiscal year 1952, these manu- 
facturers believe that the great majority of that revenue was from 
large scale gambling operations and only a very small amount was 
raised from their merchant and other r eady packaged, small-money 
eames. In fact. Mr. Berkowitz, of Universal Mfg. Co., located in 
Kansas City, Mo., says he known of only one viaiiien tax stamp 
purchased this year in Missouri. 


1° 
| 
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We are here today to ask that an exemption be granted so that 
ready-packaged games manufactured for money wagers would not be 
subject to the wagering taxes, or w agering- tax stamp, but that you 

substitute in place thereof a manufacturers’ excise tax based on a per- 

centage of the sales price of the merchandise. Until the year 1938, 
these manufacturers 7 such an excise tax of 10 percent on all 
merchandise sold, with little effect on their business. Such a tax 
could be paid by the wdendoctoa based on his invoices, would not 
be objectionable to the operators, and the manufacturers’ business 
might soon return to normal. 

In additicn, these manufacturers feel that such a tax would be 
much more satisfactory from the standpoint of the United States 
Government. If, for example, the tax rate was 25 percent and the 
companies returned to their normal output of $16 million per year, 
the Government would raise $4 million in taxes, which is almost as 
much as the entire wagering taxes raised last year, and many, many 
times the amount raised from wagering taxes collected from this mer- 
chandise. Even though the wager ng tax has a higher rate and may 
raise revenues from large-scale gambling, it discourages play of these 
games to the extent that it raises almost nothing from this source, 
It is our position that the proposed excise tax would raise more rev- 
enue than the present wagering taxes insofar as this source is con- 
erned. Just as important, we feel that the problems and cost of en- 
forcement would be simplified to the extent that they would be not 
only work: ible, but easy. It would not be a difficult Sb for the Gov- 
ernment to check the invoices of these few, and other manufacturers, 
to see that they were paying the excise tax, but to check thousands of 
retailers, with no idea of who is using the merchandise from day to 
d iy is a very difficult and expensive task. The commissioners of In 
ernal Revenue have from time to time made statements regarding 
the high cost of enforcing this tax and the impossibility = such en- 
forcement. For example, the present Commissioner, Mr. T. Coleman 
(ndrews, said, when testifying before the Appropriations C ommittee 

e United States House of Representatives this year, that the Gov- 
ernment has already spent $2 million trying to enforce this law, and, 
in his opinion, spending more money to enforce the law was not justi- 
fred. He recommended that eae be ae about the wagering 
taxes before the people’s confidence in the ab lity of the Bureau of 
internal Revenue to collect all the taxes it ay 1, is destroyed. 

In summarizing, these manufacturers feel that if a law were passed 
which would exempt from the wagering taxes and tax stamp, users of 
ready-packaged games for money wagers, and substitute in place 
thereof an excise tax payable by the manufacturer, such as paid by 
the manufacturers of playing cards, it would not only restore thei 
business, give employment to many persons, and provide a means of 
profit and trade stimulus to thousands of small-business men, but 
in addition, the Government will receive many times the amount of 
tax revenues as is now received, without the enforcement costs or 
problems which it now faces. 

And if I may add, departing from the written statement, these al 
ple are only here today to ask an exemption of these items which they 
sell primarily to small-business men. They have no interest in horse- 
racing or gambling operations of any type. 

Thank you very y much. 
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The Cnamman. Thank you gentlemen for your appearance here. 

Without objection a letter from Congressman Frazier Reams, of 
Ohio, pertaining to the excise tax on watches for railroadmen will be 
incorporated in the record of the hearing. 

Also the brief of Mr. George Hamid, president of the National As- 
sociation of Amusement Parks, Pools, and Beaches will be incorpo- 
rated in lieu of appearance. 

Without objecti« n, it is so ordered. 

(The papers referred to are as follows :) 


SONGRESS OF THE UNITED STATES 
HovUSE OF REPRESENTATIVES 
WASHINGTON, D. C. 


Hon. DANIEL REED, 
Chairman, House Ways and Means Committee. 


Dear CHA'RMAN REED: Because of my inability to be in Washington today, I 
desire to file the enclosed statement in behalf of the removal of excise tax used 
by railroadmen. 

Thanking you, I am, 

Sincerely yours, 
FRAZIER ReEAms, M. C. 
STATEMENT OF HON. FRAZIER REAMS, MEMBER OF CONGRESS, NINTH OHIO DistTRICT, 
ToLepo, OHIO, REQUESTING STANDARD RAILROAD WATCHES WHICH SELL AT A 
Prick Not To Excreep $150 To Bre ReMovep From THE Excise Tax List 


Mr. Chairman, I appreciate this opportunity to speak in behalf of the operat- 
ing employees of the American railroads, particularly those living in and near 
my home city of Toledo, Ohio. 

I seriously urge this committee to remove the excise tax from railroad watches, 
which to these men is not a luxury but an absolute necessity. Regulations which 
these men must follow rigidly provide that every man of them must at all times 
present himself for work with a watch size 16, carrying a minimum of 19 jewels 

but usually 21 or 23); adjusted to 5 positions; lever set; double roller with 

plain Arabic dial. The operating rules of most of the railroads provide that 
these watches must be presented to an authorized examiner for comparison 
once each month and must be inspected carefully once each year. 

At the present time the tax on railroad watches is 10 percent of their retail 
sale price up to $65 and 20 percent on any watch selling for more than $65. This 
means that operating railroadmen’s watches are subject to a 20-percent tax 
because, as I am advised, there is not a watch on the market that will meet the 
requirements of the examiners of timepieces for railroads which is priced as 
low as $65, 

To the railroad employee a watch is a necessity and an instrument upon which 
his business depends—it is not a luxury. It is just as much an instrumentality 
of his business or a tool of his trade as the books of a lawyer, the instruments 
of a surgeon, the drafting equipment of an architect, the tractor of a farmer, 
the milking machine of a dairyman, or the hammer, saw, and square of a car- 
penter. He cannot go on the job even for one run without possessing a watch 
which has passed these requirements. In none of the professions or trades 
isted above are the requirements of the tools of the trade so strict, yet they 
are not qualified as luxuries. 

The standard railroad watch today is priced within the range of $75 to $150. 
The tax, therefore, on this essential tool of the railroadman’s trade runs be- 
tween $15 and $30. I do not have figures sufficiently accurate for me to furnish 
to you the number of railroad watches sold each year. It is not large. It would 
not cause an appreciable drag on the balancing of the budget or the decreasing 
of the national debt. But this excise tax, known as a luxury tax, on this most 
vital instrument of the railroadman’s business is so unfair and unjust that, 
even though during a lifetime he may buy only 2 or 3 watches, he cannot under- 
stand how and why his business should be singled out for this kind of a tax. 
This question has been asked of me many times and I have been unable to give 
any answer which would satisfy either my own conscience or the sense of in- 
jury which the railroad man feels because he must pay a 20-percent tax on his 
watch. 
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Therefore, Mr. Chairman, I strongly urge you to adjust this, the most unfair 
and unjust tax now on the long list of taxes levied by our Government. I ask 
you on behalf of the operating railroadmen of the country to remove from the 
excise-tax list standard railroad watches which sell at a price not in excess 
of $150. 


STATEMENT OF GEORGE A. HAMID, PRESIDENT, NATIONAL ASSOCIATION OF 
AMUSEMENT PARKS, POOLS, AND BEACHES 


Mr. Chairman, I am George A. Hamid, president of the National Association 
of Amusement Parks, Pools, and Beaches. I own and operate White City Park 
in Worcester, Mass. The association for which I speak has headquarters in 
Chicago, Ill., and our membership extends to 40 States and is divided as follows: 
169 basic amusement park memberships with thousands of unit memberships, 
15 pools, and 12 beaches 

The amusement park, beach, and pool business is a privately financed, tax 
paying recreational medium for the family group and for the masses rhis 
committee has recently heard Mr. Harry Batt, of New Orleans, discuss the posi 
tion of amusement parks, pools, and beaches as applied to excise-tax rates 
Under topic 35, I should like to point out other problems created by the excise 
tax. 

Two factors should be kept in mind during this discussion. First, that the 
purposes of taxation are, of course, the raising of money; but also, and very 
important (as exemplified by tariffs, subsidies, etc.), the protection of industries 
and of the investors who have invested their capital in these industries. 

The second point is the amazing ease with which the public can ignore a 
“luxury”? such as ours. We are selling a service and the average patron plans 
to buy X amount of money’s worth of rides, not Y number of rides. As he finds a 
given amount buying fewer and fewer rides and thus less and less entertainment, 
he will induce his family to stay away from the park or at least visit it less often. 
Combining these two concepts, it is apparent that a contradiction exists. An 
excise tax placed upon our type of business will obviously raise a minimum 
amount of money because of the resulting compression of business and, further- 
more, the excise tax thereby places in jeopardy the original investment. 

Many specific problems are created directly and indirectly by the excise tax. 

Payment of tax: It is easy to see that, since a customer plans to spend only 
a given amount of money, it is virtually impossible for us to pass the tax on to 
the public. Although the tax is written on the ticket, the tally at the end of 
the season shows that the operators are the ones who have, in reality, paid this 
tax. 

Maintenance and safety: Those parks, pools, and beaches who are operating 
close to the margin of existence, are forced to curtail their upkeep and waiunte- 
nance efforts when income is reduced. Safety is a vital consideration in our 
industry and to sacrifice in even the smallest way in this regard is extremely 
unfortunate. 

Unwieldiness of operation: An amusement park is a low-price operation. The 
excise tax makes it necessary for us to deal in pennies. Since we are a volume- 
type business, the handling of a 14-cent or a 16-cent price seriously impairs our 
facility of operation. Yet it is impossible under the law to charge a 15-cent or 
a 10-cent price. Many parks use strip tickets, reduced-rate tickets, and the like. 
They also change prices on different days and different times within the same 
day. Under the various regional tax interpretations, some turnstile operations 
have been prohibited and some of the more convenient type of strip-ticket sales 
have become impossible to use. The handling of picnics and outings, which are 
the backbone of our existence, has become exceedingly difficult. 

Cost of operation: Through the necessity of printing a great variety of tickets 
as opposed to a much fewer number, the need of carrying extra change, extra 
cashiers, and extra accounting personnel, has substantially increased the cost 
of operation. 


1 The word “luxury” is in quotes because, while we are a luxury under the excise tax law 
the OPS, in including our industry under price control, took the position that we were 
in the category of a necessity since we form a definite part of the family man’s life and 
habits, and since we are in a very real sense vital to the life and happiness of the children 
of the Nation. It was concluded that the prices in this industry should be kept as low as 
possible. This is in sharp contrast to the excise-tax reasoning, which caused our prices 
to rise. 
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Lack of salvage: If a concern selling a commercial item drops in number of 
sales, the cost is reduced. If 1 of our rides equipped to carry 40 people carries, 
instead, 4 patrons, there is no salvage and our expenses are the same. 

Odiousness to public: If there are 36 riding devices in a park and a patron 
rides all of them, he has paid the tax 36 times. The amount of tax is printed 
on the ticket and his change, in pennies, also serves to remind him 36 times that 
he is paying tax. In addition to this, he might also have paid tax to enter the 
park, 

These are a few of the specific problems that are created in a mass business 
such as ours. These are in addition to the very essential damage that is felt by 

he very clear-cut financial loss that we are suffering. As pointed out by Mr 
satt, there has been practically no new investment in amusement parks in this 
Nation in recent vears. There are many temptations for amusement-park oper- 
ators to convert their property to other businesses and if this were to happen, 
the loss in good clean fun to the American youth and the American family would 
be irreplaceable, 

In the limitation of 15 minutes, it is impossible to properly explain each of the 
above problems and the many other problems, such as the handling of rerides, 
the breakdown between ride, food, and concession tickets and dozens of other 
problems that vary from annoyance to serious handicap. The sales operation 
within an amusement park is highly technical and, at best, complex. The excise 
tax comnonnds this problem many times over Speaking as an operator of such 
an establishment, it would seem that such problems should be carefully examined 
by a committee on taxation before an industry like ours is selected for such 
a tax in the first place. 

In conclusion, I think it important to compare an excise tax with other forms 
of taxation. Income and property taxes are conditioned on the prosperity or 
net worth of a company. The excise tax disregards this completely and, in our 
case, works the greatest hardship upon those least able to afford it. Our income 
is hazardous at best, due to a short season and the variability of the weather. 

Thank you very much for the opportunity of appearing before you and if there 
are any specific questions, I will be happy to answer them. 


The CHarrmMan. The committee now stands adjourned. 
(The following material was submitted for the record on topic 35:) 


~ 


STATEMENT BY ELLSWortH C. ALVoRD, WASHINGTON, D. C., IN RE Topic 35, Excise 
Tax PROBLEMS 


DIRECT SALES TO RETATLERS 


If a manufacturer sells at retail, section 3441 (b) of the Internal Revenue 
Code authorizes the Commissioner to determine a fair manufacturer’s price as a 
basis for ad valorem manufacturer's excess taxes. But if a manufacturer serves 
as his own distributor and sells direct to retailers there is no similar authorization 
for the Commissioner to determine the manufacturer's price. Asa result, such a 
manufacturer must pay excise taxes on a base which includes a margin for dis 
tribution as well as the manufacturing price. This can be a serious competitive 
disadvantage if the manufacturer’s competitors sell to distributors or whole- 
salers so that their excise-tax base is smaller 

Recommendation: Extend section 3441 (b) of the Internal Revenue Code to 
include sales by a manufacturer direct to dealers or retailers. 


EXCISE TAX ON FARM-EQUIPMENT PARTS 


Section 3403 (c) of the Internal Revenue Code levies an excise tax of 8 percent 
(5 pereent after April 1, 1954) on the sale by the manufacturer of parts or 
accessories for trucks, automobiles, and other highway vehicles. The Burenu of 
Internal Revenue recognizes that parts sold fur use in the manufacture of farm 
equipment are not subject to this tax, even though such parts may be physically 
snitable for use on trucks or automobiles. For some years, however, it has taken 
the position that the tax applies to other sales of parts physically suitable for 
automotive use—even sales for use as farm-equipment repair parts. 

In the Revenue Act of 1951, the Congress sought to comp’ete the exemption of 
farm-equipment parts from this tax. Its action took the form of an amendment 
to section 3443 (a) of the Code authorizing a credit or refund of the section 
3403 (c) tax in the case of parts “used or resold for use as repair or replacements 
parts or accessories for farm equipment.” 
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Unfortunately, since the enactment of the 1951 act, the allowance of a credit or 
refund has been prevented in the great majority of the cases to which the 1951 
amendment applies. The reason for this is the manner in which the taxpayer's 
right to a credit or refund must be established under present law and procedures, 
The Bureau of Internal Revenue has taken the position that tax must still be 
paid upon the initial sale of farm-equipment parts by the parts manufacturer 
(unless suld to be used in the manufacture of farm equipment), and that it will be 
refunded only upon a certificate from a party to the retail sale of the parts refer- 
ring specifically to each sale and stating that the parts sold were to be used for 
the repair of farm equipment. 

Ordinarily it is not practicable to claim a refund in this manner. Farm- 
equipment repair parts customarily pass through a number of hands before 
reaching the farmer—the parts manufacturer, the farm-equipment manufac- 
turer, the distributor, and the retail dealer. There are many thousands of 
such retail dealers. Each year the average retail dealer makes many thou- 
sands of separate sales of repair parts—both of parts which were initially 
taxable (because physically suitable for automotive use) and of those which 
were not. The different types of farm-equipment repair parts (taxable and 
nentaxable) used on each brand of farm equipment number in the tens of 
thousands. Obviously it would be a very considerable burden on a retail 
dealer to be required, on every occasion on which he makes a sale of a farm- 
equipment part, first to ascertain whether that piece was initially taxable or 
nontaxable, and, if taxable, to make a written record of the sale, and finally 
to assemble such records of a number of sales and transmit them periodically 
through trade channels back to the parts manufacturer. Furthermore, where 
the retail dealer handles farm equipment only, and all or substantially all of 
his sales are for farm equipment purposes, as is frequently the case, the burden 
of complying with this refund procedure would be especially heavy and especially 
unnecessary. 

It is believed that the manufacturer’s price on the average taxable farm 
equipment part is substantially less than $1. The tax is therefore less than 
8 cents. The tax saving made possible by this burdensome refund procedure 
is obviously inadequate to compensate for the cost of the clerical labor which 
would be incurred in order to secure the saving—not to speak of the adminis- 
trative costs which would be imposed on the Bureau if these refunds were 
claimed and if the Bureau actually undertook to examine and audit the im- 
mense volume of certificates which would then be filed pursuant to its proce- 
dures. As a matter of fact, very few dealers have made the required records, 
very few refunds have been paid under the 1951 amendment, and farmers buy- 
ing farm-equipment parts continue to pay this tax which the Congress actually 
levied on truck and automobile parts. 

This situation can be corrected by providing an outright exemption under 
section 3403 (c) for farm-equipment repair parts. The exemption should be 
closely circumscribed so as to prevent the escape from tax of sales of parts 
to be used on trucks or automobiles, but should be allowable on terms which 
would be established at less than the prohibitive cost of the present refund 
procedure, The present refund procedure should be retained for possible use in 
cases which could not meet the requirements of the new exemption provision. 

The proposed exemption should be allowable only under the following condi- 
tions: (a) That the initial sale be from or to a manufacturer of farm equip- 
ment; and (0b) that the parts be manufactured or purchased for sale or re- 
sale as repair parts for farm equipment manufactured by such manufacturer. 
Thus, right to the exemption should be established at the farm-equipment man- 
ufacturers’ level with respect to sales in quantity lots, without the necessity of 
certificates with respect to each sale made to or from a retail dealer. 

It is believed that such conditions would adequately insure that the exemption 
would seldom be allowed with respect to parts eventually used for other than 
farm-equipment purposes. But as a further guaranty against the opening 
of a loophole in the section 3403 (c) tax, the tax should be imposed on sales 
by dealers of equipment which has not been taxed at the manufacturer’s level 
but which is purchased for use on nonfarm equipment. 

Recomendation: Exempt from the manufacturers’ tax on automobile acces- 
sories farm equipment sold for distribution to farm-equipment retailers, but 
impose a tax on sales by such retailers for nonfarm use. 
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STATEMENT OF WOLF WOLFOWSKI, SKyY-VIEW ELectronics Co., NEw York, N. Y. 


The law, section 3442 of the Internal Revenue Code, permits a manufacturer 
to sell an article tax free to another manufacturer for use in further manufac- 
ture. It also permits, under paragraph 2, a dealer to purchase an article from 
a manufacturer and sell it tax free to his vender for use in manufacture, but 
it arbitrarily restricts it to one dealer only. However, we purchase radio tubes 
not from the manufacturer of the tubes but from a dealer who has purchased 
the tubes from the tube manufacturer. We then sell the tubes to a manufacturer 
of radio or television sets. Our difficulty arises from the fact that the first 
dealer does not sell the tubes to a vendee for the use by his vendee since his 
vendee is not a manufacturer, but another dealer. 

Because of this situation we are compelled to pay an additional 10 percent for 
every tube we purchase, and results in a case of double taxation. 

The problem could be solved by amending section 3442 (2) of the Internal 
Revenue Code by striking out the words “by his vendee.” This would permit the 
sale to be tax free so long as it was in due course to be used by a manufacturer 
in the manufacture of a television or radio set. 

We respectfully submit this matter to the committee’s consideration in the 
hope that this inequity may be rectified. 


STATEMENT OF G. W. LAURIE, CHAIRMAN, HiGHway PoLiciEs COMMITTEE, 
NATIONAL COUNCIL OF PRIVATE Motor TrucK OwNeErs, INC. 


My name is G. W. Laurie, manager of the automotive division, transportation 
department, Atlantic Refining Co., Philadelphia, Pa., and I am also chairman of 
the highway policies committee of the National Council of Private Motor Truck 
Owners, Inc., Sheraton Building, Washington, D. C., on whose behalf this state- 
ment is submitted. Since Iam unable to appear personally before you, I respect- 
fully request that this statement be received and incorporated into the record. 

The National Council of Private Motor Truck Owners, Inc. thereinafter re- 
ferred to as the council), is the only national organization which speaks and 
acts exclusively for those who own or lease, and operate motortrucks as part of 
their businesses of farming, manufacturing, mining, processing, wholesaling, 
retailing, and servicing. Its members operate fleets of from 3 or 4 units up to 
15,000 vehicles. 

Council members are not in the transportation business but their many types 
of business all require transportation. Among these, the private motortruck 
provides local distribution of goods and services, moves commodities to and from 
railheads, and performs many other specialized transportation functions. 

Our immediate interest is to present to this committee our position with re- 
spect to the imposition of the 8 percent Federal excise taxes on trucks, parts, and 
accessories. 

Although as a group we purchase more transportation than we operate our- 
selves, still as operators of our own equipment we have been unduly discriminated 
against, since the truck is the only item of freight-transportation equipment 
called upon to pay an extra and added share of the general tax burden in the 
form of automotive excise taxes. 

The council holds that the costs of transportation must be the lowest consistent 
with adequate and efficient service; that there must be a constantly wider and 
more efficient distribution of goods and services in order to maintain the ex- 
panding economy on which the prosperity of the Nation depends. 

It is for these reasons that so many businesses operate their own motortrucks. 
Such operations benefit the consumer as well as the private motortruck operator. 

Today, the private motortruck operator, engaged in hauling his own goods in 
his own vehicles, vastly outnumbers the for-hire carrier. Current accurate fig- 
ures are not available but it is believed that at least 87 percent of all trucks 
registered in the Nation are engaged in such private operations; the remaining 
13 percent being operated for hire. 

No current authentic statistical breakdown of the Nation’s truck fleet by 
occupational use is available, but during World War II the Office of Defense 
Transportation compiled certain data (as of August 31, 1944) which showed that: 

Farmers operated 35 percent of the total property-carrying commercial motor 
vehicles then certified by the ODT. Such motor vehicles being used primarily 
and a'most solely in agricultural operations where no other transportation was 
available. 
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Industry operations including lumber, logging, and milling, mining, general 
contracting, meat packinghouses, metal and metal-product concerns, flour and 
feed mills, building materials and supplies, plumbing and heating, hardware, 
furniture, and home furnishings; oils and gasoline, utilities, produce, and com 
mission mechants; coal, coke, ice, machinery, and tools, drugs and chemicals, 
and food-processing accounted for almost 30 percent of the commercial motor 
vehicles operating under certificates of war necessity. 

Business enterprises engaged in consumer distribution such as bakers, dairies, 
reail mechants, etc., operated 14 percent of all property-carrying vehicles. 

This review of the ODT figures shows that automotive excise taxes places an 
undue burden upon private truckowners, resulting in higher costs to the consumer 
for his essential needs. Therefore, it is the position of the council that since 
the motor-vehicle user pays general taxes for the support of the Government in 
the same manner as other citizens, the exaction of excise taxes from motor 
vehicle users by Government is discriminatory and provides added burdens to 
the commercial motor-vehicle operator, 

The council opposes any application of an excise tax on private operation of 
motor vehicles or other transportation facilities by nontransportation enterprises. 

This does not mean that the council does not favor any taxation of highway 
transportation. The council believes that all highway users, along with other 
beneficiaries of public highways, should pay their fair and proper share of the 
cost of building and maintaining such facilities. Private motortruck owners 
want improved highways which make for more efficient transportation and are 
willing to pay for adequate facilities when the allocation of cost is proportionately 
distributed and equitably shared by all classes of highway users and beneficiaries. 

Motor-vehicle-use taxes, however, should be kept at reasonable levels accord 
ing to needs and with full consideration of the users’ ability and willingness to 
pay. Such taxes should be levied upon and in accordance with the use made of 
the highways by the beneficiaries thereof,’ including the transportation of the 
mails and the potential requirements for national defense. To avoid overlapping 
and pyramiding taxation, highway-use taxes should be levied only by the States, 
with fair sharing with other units of government. Highway-tax revenues 
should be used only to build and maintain roads and streets, put to use without 
delay, and so administered as to gain the most efficient results per dollar and 
to secure the highest return to the greatest number of highway users. 

The council firmly believes that the fairest and most practical basis for payment 
of the user’s share of highway cost is through the generally accepted system of so- 
called first-structure and second-structure taxes, namely, the motor-vehicle license 
or registration tax and the motor-fuel tax. When equitable in amount and in- 
cidence, such taxes are justifiable as service charges to secure the user’s contribu- 
tion to highway construction, maintenance, and admiinstration. They are 
equitable in principle, sound in theory and relatively simple to administer and 
collect. 

We are fully aware of the need to reduce the public debt and to balance the 
budget, but we believe that this committee in its wisdom can work out an equitable 
plan that will remove the present discrimination in the form of automotive excise 
taxes, against private motortruck owners. 


STATEMENT OF CHAMBER OF COMMERCE OF THE UNITED STATES ON INTERNAL 
REVENUE CODE REVIEW, IN RE Topic 35, Excise Taxes 


Chamber position: “Excise taxes equitably devised and nondiscriminatory as 
between competing industries should continue to be an important feature of the 
revenue system. Such taxes at low rates upon articles of wide use, but not of 
first necessity, are needed to supplement the income taxes. To obtain a more 
balanced revenue system there should be adoption of a general excise or sales 
tax levied at either the point of manufacture or retail outlet. The war in- 
creases in excises and all levies of a nuisance type should be repealed. Removal 
of the war increase of excises applicable to the essential services rendered by 
publicly regulated agencies is of immediate importance.” 

The revenue system of the Federal Government relies excessively upon taxes 
based upon income. Excise taxes, on the other hand, not only represent one 


1These beneficiaries are variously described by students of the problem, but all agree 
that there are at least three principal classes of benefits: (1) The benefit of access to 
land; (2) the community-service benefits (arising out of the availability ard use of htth 
ways for police and fire protection, health and safety of the community. interstate com 
merce, and national defense) ; and (3) the obvious benefit to the motor-vehicle user 
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of the smallest proportions of total revenues of any major country in the world, 
but also represent one of the smallest percentages of total internal revenue 
and customs collections that has existed in this country in the past 35 years. 
The present level of about 14 percent compares, for instance, with about 28 
percent in 1919, gradually declining to a low of about 16 percent in 1929; then 
rising to over 40 percent in the middle thirties, from which level there has been 
a more or less steady decline 

With over SO percent of the Federal Government’s revenues now derived 
from direct taxes on income, compared to about 50 percent in 1939, the Federal 
income is vulnerable to wide fluctuations, The far-reaching and disturbing 
effects of unstable and inadequate Federal revenues need not be demonstrated. 

Excessive dependence on taxes based on income is likewise adverse to the 
maintenance of a high-level economy. With respect to the individual income 
tax, not only is the individual incentive for greater effort and risk-taking 
smothered, but also high individual rates in the middle-and upper-income 
brackets dry up sources of venture capital by eliminating savings among the 
groups that have historically provided the capital necessary to an expanding 
economy. Moreover, the individual income tax is a business tax to large num- 
bers of small unincorporated businesses. Their difficulties in providing the 
larger dollar amount of working capital required with a higher price level, as 
well as financing improvements and expansion in the face of existing high rates, 
is well known. Just as high individual rates sap incentive to individuals and 
unincorporated businesses, so do high corporate rates kill incentives to a cor- 
poration to operate efficiently and to work for an expanding activity. 

Greater use of excise taxes as a means of reducing income-tax rates is, there- 
fore, recommended. 


EXCESSIVE DISCRIMINATION IN EXISTING EXCISE TAXES 


We now have extensive excise taxes on consumption expenditures, but on a 
highly discriminatory basis which should cease. 

Ex-Secretary of the Treasury John Snyder indicated in his March 5, 1951, 
testimony before the House Ways and Means Committee that excise taxes then 
applied to about 25 percent of consumption expenditures. Mr. Leon Henderson, 
an economist who has made extensive studies in the field of excise taxation, 
testified before the House Ways and Means Committee in March and April of 
1951 that excise taxes apply to about 60 or 65 percent of consumer durable goods, 
to about 20 percent of nondurable goods, and to about 13 percent of services. 

The highly discriminatory features of the Federal excise taxes single out 
classes of products for taxation produced by classes of producers and classes of 
workers, leaving other classes of products, producers, and workers in a preferred 
economic position. They penalize the industries and workers involved, and the 
absurd situations they create are endless. 

All of the products now subject to excise taxes, with the exception of those 
which are traditional and make huge contributions to the total revenue, are 
products which with few exceptions many people feel compelled to buy for one 
reason or another. In many cases they force diversion of spendable income cur- 
tailing the free choice of products to be purchased out of income by our citizens. 

Many of these taxes have been defended on the basis that they are levies on 
luxuries. We suggest to this committee that ours is a luxury standard of 
living. Our high standard of living economy, in a very basic sense, is hung on 
the production and sale of goods which people are not compelled to buy. What 
some are pleased to call luxuries are simply the pluses of life which people work 
harder to secure. The fact is that if it were not for the tremendous consumption 
in these so-called luxuries, even the necessities of life would be harder for our 
people to obtain. The difference between full production and full employment on 
the one hand, and closed plants and millions of unemployed on the other, lies 
in production and distribution of the vast numbers of products which the families 
of America can do without and still maintain a healthy existence. 

In order to raise any important revenue from limited groups of products, high 
tax rates are necessary and the high rates result in decreased demand and de- 
creased tax revenue, not only from the excise tax itself, but from individual 
and corporation income taxes from producers and distributors of the product. 


NATIONAL SALES TAX 


Primary emphasis should be on reducing Government expenditures so that 
present rates and types of taxation can be reduced, but the chamber also favors 
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the adoption of a national excise or sales tax as a supplement to direct taxes on 
income. Use of this form of tax is recommended for the following reasons: 

(1) To stabilize the Governminent revenues, because consumer expenditures 
are more stable than taxable incomes. 

(2) To lessen the necessity for other types of taxes which are more likely to 
retard a high-level economy. 

(3) To broaden the base of taxation and reach large segments of national in- 
come that now escape direct taxes on income. 

(4) To collect the taxes from the sources that have the income. 

The President’s Council of Economic Advisers, in discussing individual in- 
come taxes, has stated: 

* * by far the largest part of the additional revenue must come from 
the middle and low tax brackets. These are the brackets in which the great 
bulk of the income is located. Of the net income of all taxable returns, 86 per- 
cent of the amount remaining after Federal income taxes is estimated to be 
received by taxpayers with net incomes of less than $10,000.” 

These facts, coupled with the large dollar amount of excise taxes now collected 
in a discriminatory manner, substantially counteract the argument often made 
that a national sales tax should be opposed because it is regressive in nature. 
The cold hard facts are that irrespective of the method of taxation used, the 
taxes must be primarily collected from essentially the same sources, namely, 
taxpayers with incomes of less than $10,000. Moreover, it must not be over- 
looked that to the extent a national sales tax is regressive in nature, our total 
Federal tax system relies overwhelmingly on progressive taxation because of 
the highly progressive income tax rates. A better balance of the principles of 
regression and progression is, therefore, desirable. 

(5) To increase the collectibility of taxes by spreading the base of taxation. 

Taxes based on income are at such high rates that they not only tend to reduce 
the dollars of taxable income because of their stifling incentive, but they also 
encourage tax avoidance. In this respect, centuries of history are repeating 
themselves. 

(6) To impress upon the greatest number of taxpayers the necessity of 
tempering their demands for governmental services. 

(7) To facilitate the ease of payment of taxes and economy of collection. 

Few people object to paying a small tax at the time of purchase, but they 
strenuously object to the payment of an accumulated tax bill at the end of a 
year. 

(8) Upon original enactment, there would be a nonrecurring, accelerated flow 
of revenue to the Federal Government, due to pay as you buy. This might be 
used to meet the problems of temporary loss of revenue from other desirable 
changes in Federal taxation. 

(9) If income taxes are reduced, and if the sales tax is levied in a manner that 
would not result in pyramiding the tax, as is possible, there is a strong possi 
bility that it would result in lower consumer prices, because corporate income 
taxes and individual income taxes on unincorporated business are a cost of doing 
business which is pyramided through business channels. One of the effects of 
this is the sharp increase in the price level in recent years. 

Items exempted from a national sales tax should be minimal, in order to 
broaden the base and permit the necessary revenues to be raised with lower 
rates of taxation than would otherwise be possible. 

With respect to the controversial question as to whether a national sales tax 
should be levied at the point of manufacture or at the retail level, the United 
States Chamber of Commerce has not yet determined upon a policy. We believe 
that the following summarizes the principal advantages and disadvantages of 
assessing the tax at one level versus the other: 


Definitions 


As used in this summary: 

A manufacturers’ sales tax means a tax on the end products of manufacturing. 
Articles which are sold for incorporation in other articles or for further process- 
ing would not be subject to the tax. 

A retail sales tax is a tax on the sale of an article to the ultimate consumer 
thereof. 


Advantages of a manufacturers’ sales tar 


The tax is easier to administer. There are about 200,000 manufacturers as 
compared with a possible total of more than 2 million retailers. Fewer Federal 
employees would be required to handle reports. The net revenue would thus be 
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greater than a retail sales tax bringing in the same gross amount. Administra- 
tion would be easier for the taxpayer as well as for the Federal Government. 
Manufacturers’ sales are in large lots so that accounting would be easier. There 
would be no question of brackets or of fractions of a cent, as in the case of a 
retail sales tax. Also, exemptions are easier to write. Since the sale of end 
products only would be taxed, it would be easier to establish a system of exemp- 
tions applying to sales by one manufacturer to another, than it would be to 
establish a system covering sales by one retailer to another. (Note, however, 
that in some cases where a product may be the end product or not, as in the case 
of tires, tubes, auto radios, et cetera, there may easily be confusion and this 
point may be considered as a disadvantage at times.) 


Disadvantages of a manufacturers’ sales tax 
1. The tax is pyramided. The tax becomes an item of retail cost and thus 


influences retail price and the Consumers Price Index (cost of living index). 
In most instances, it is subject to retail markup just as any other element of cost. 
As a result, the price to the consumer is increased by substantiaily more than 
the amount of the tax. 

2. The tax increases inventory costs. Since the retailer pays the tax before 
he sells the merchandise, the tax represents an increase in inventory investment, 
and thus has the effect of increasing inventory costs, insurance costs, and the 
loss from markdowns 

3. The tax increases occupancy costs and sales costs. Many retailers have 
leases based on sales. An addition to the sales volume represented by the tax 
will increase the retailer’s rent without any increase in physical volume. Many 
retailers use a commission system, in whole or in part, to compensate their em- 
ployees, and the increase in retail price represented by the pyramided tax will 
increase salesmen’s commissions accordingly. 

4. The tax impairs working capital. A given amount of working capital will 
purchase less merchandise for sale when the tax is added. To keep up physical 
volume the retailer may be compelled to borrow money, thus adding interest 
charges to his operating costs, or in the alternative, reduce his volume of 
business 

5. If the tax is repealed the retailer is left with a taxed inventory. He cannot 
compete with manufacturer operated outlets, or with a retailer with a higher 
turnover rate or smaller inventory without losing by the amount of the repealed 
tax ut another way, if the tax is repealed a portion of the retailer’s inventory 
d sappears 

6. Manufacturers of fair-traded merchandise may require the retailer to ab- 
sorb all or a part of the tax, through the manipulation of retail margins. 


‘.- The tax is hidden. 
idvantages of a retail sales tar 


ax is not collected until the sale is made. Adverse effects on price, 
pyramiding, are eliminated. The tax does not have the inflationary 
ch a manufacturers’ sales tax has. The consumer does not pay more 
than the actual tax 
2. The tax is not hidden, and therefore conforms with the desirable policy 


bringing taxes out into the open where they can be seen and recognized. 
sadvantages of a retail sales tax 


Administration is more difficult even when there are no exemptions. In addi- 
tion, if some items are exempted, administration is complicated. There are 
more retailers than manufacturers and more transactions to police. This would 
increase the cost of collecting the tax both to the taxpayers and the Government. 


TAXING VERSUS SPENDING 


Our investigations convince us that many taxpayers are reluctant to support 
a national sales tax solely because they feel it will become another method of 
taxation to be added to the heavy load of taxes of varied types which now exist, 
instead of becoming a complementary source of revenue to existing types of 
taxation. Many of the same taxpayers also feel that if this method of taxation 
ld become part of the system, the rate history may parallel the tremendous 
increase that has occurred in the Federal income tax rate since the original 
1 percent rate enacted in 1913. We recognize the validity of these points of 
view. Fundamentally, however, we believe that the point of control must be 
Government spending. The chamber’s support for a national sales tax is pre- 


shou 
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dicated upon simultaneous, offsetting reductions in discriminatory excise taxes 
and taxes based upon income. 


STATEMENT OF AMERICAN PETROLEUM INSTITUTE 


The American Petroleum Institute takes this occasion to place itself on record 
once again as favoring the repeal of the Federal automotive excise taxes and the 
Federal taxes on gasoline and lubricating oil. The institute advocates repeal of 
these taxes from its natural concern for the consumers of petroleum products, 
particularly the more than 64,000,000 Americans who are licensed to drive motor 
vehicles. These people have become victims of double taxation on a scale that 
cannot help but alarm the friends of highway transportation. 

It must be remembered that motor vehicle owners bear the brunt of financing 
the highway systems of their States. This responsibility in itself entails an 
enormous financial burden for a single class of citizens to bear. When, in addi- 
tion, motor vehicle owners are selected to bear a special disproportionate share 
of the support of the general activities of the Federal Government, they become 
victims of a clear injustice. 


GROWTH OF MOTOR VEHICLE TAX BURDEN 


Even in a period of rapidly mounting tax burdens for everyone, the piling 
up of taxes on motor vehicle owners has assumed spectacular proportions. 

In the year 1932, when the “temporary” automotive excise, gasoline, and lubri 
cating oil taxes were imposed, America’s highway users were paying less than 
a billion dollars a year in Federal, State, and local motor vehicle taxes. This 
figure excludes special property taxes on automobiles and trucks. It includes 
registration fees, gasoline taxes, tolls, and the Federal excise taxes. 

By 1941, the cost of these various taxes on motor-vehicle owners had passed 
the $2 billion mark. After a slump caused by the wartime restrictions on auto- 
mobile use, the tax bill started to rise rapidly again. In 1947, it topped $3 billion. 
In 1950 it was over $4 billion. Now it approximates $5 billion a year and is still 
rising. 

Last year the Federal automotive excise taxes, the Federal gasoline and diesel 
fuel taxes and the Federal lubricating oil tax cost the American people more than 
$2 billion. A very large portion of that total was, of course, paid by the owners 
of automobiles, trucks, and buses. 

Up to the end of last year the total cost of these Federal taxes amounted to 
more than $17 billion from the time they were first imposed. Cf this total, nearly 
half came from the taxes on petroleum products—about $7,300,000,000 from the 
F'ederal gasoline tax, over $1 billion from the lubricating oil tax and nearly $15 
million from the new diesel-fuel tax, which was first imposed in 1951. 

The petroleum industry’s concern about these taxes on its customers needs 
no elaboration. The figures speak for themselves. This is especially true when 
the combined State and Federal taxes on a gallon of gasoline now average about 
one-third of the retail price of this product and about 60 percent of the whole- 
sale price at the refinery. 

Last year, the special State and Federal automotive tax burden averaged more 
than $90 for each motor vehicle registered in the United States. Nearly 40 per- 
cent of this tax bill was imposed at the Federal level. 


TWENTY-ONE YEAR OLD TAXES WERE LEVIED ON TEMPORARY BASIS 


Though the Federal taxes on motor vehicles, parts, tires, and tubes, gasoline, 
lubricating oil and diesel fuel were imposed on a temporary emergency basis 
in 1932, they have been retained for 21 years. Furthermore, the rates have been 
repeatedly increased with each successive national emergency. 

First, these taxes were levied to meet a crisis in the depression. Then they 
were increased to raise additional revenue for the national defense emergency 
in 1940, 1941, and 1942. When the Korean crisis broke out, many of these taxes 
were again increased effective November 1, 1951. The Federal gasoline tax was 
raised to 2 cents per gallon and for the first time the Federal Government levied 
a tax, at the same rate, on the consumption of diesel fuel in motor vehicles. 

From this record, it would appear that the motor vehicle owners have been 
singled out to pay a special share of the cost of national emergencies on the 
assumption that they have some special ability to pay taxes. Yet studies have 
found that the average motorist is an average citizen of average means. This is 
borne out by the fact that the number of licensed drivers in the United States 
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(64,443,781 in 1951, according to the U. S. Bureau of Public Roads) substantially 
exceeds the number of voters who cast ballots in the last presidential election 
(61,637,951). 

When Congress first entered the field of gasoline taxation in 1932, it was with 
full realization that this product was not a suitable subject for such a levy. 
Statements made around that time stress this point. 

In its preliminary report on “Double tuxution” the subcommittee of the House 
Ways and Means Committee on December 29, 1932, emphasized that— 

“When the gasoline tax was first discussed in the House of Representatives of 
the United States, it was felt by many that this field of taxation was fully occu- 
pied by the States and should be left to them. The House did not include this 
tax in the revenue bill as transmitted to the Senate. The Senate, however, in 
the light of later figures as to the deficit and as to the probable tax yield, was 
obliged to amend the bill by including a tax upon gasoline.” 

In January, 1933, when the Ways and Means Committee was holding hearings 
on the extension of the Federal gasoline tax for the following year, Chairman 
Doughton stated: 

“This was an emergency tax. I am sure Congress was reluctant to impose ¢ 
tax on gasoline but in order to balance the budget, Congress felt that it was 
necessary to impose a tax of one cent a gallon on gasoline.” 

Yet despite these warranted misgivings, Congress has retained the gasoline tax 
and even increased it. 

GASOLINE Is NOT A LUXURY 


Although gasoline probably contributes more than any other single product 
to the Nation’s economy and welfare, it is now being taxed as heavily as many 
other products which are generally regarded as luxuries. To group gasoline in 
the luxury classification for tax purposes is to be unrealistic. Gasoline is, primar- 
ily, a source of natural energy, like steam in the boiler of an engine or water 
when it energizes a hydroelectric turbine. 

It would be just as reasonable to group these common sources of energy with 
luxury products for tax purposes as to include gasoline in this grouping. For 
gasoline, by its very nature and use, is a commodity on which a vast percentage 
of the Nation’s commerce and general welfare depends. The direct and indirect 
effects of gasoline on the American way of life are incaJculable. 

For example, it is estimated by the Automobile Manufacturers Association 
that 9,400,000 Americans are employed in industries directly connected with 
highway transportation. That means highway transportation provides direct 
employment for 1 of every 7 members of the labor force. 

Even this figure does not tell the real economic importance of the motor 
vehicle. According to the Automobile Manufacturers Association, 27,500,000 
Americans depend on passenger cars to earn their livelihood. 

To single out one group—our farm economy revolves around highway transpor- 
tation. Trucks are now owned on 34 percent of American farms and automobiles 
on 63 percent. Twenty-nine percent of the trucks in the United States are owned 
by farmers. Due to their extreme dependence on highway transportation, farm- 
ers are hit especially hard by the Federal gasoline, lubricating oil, and automo- 
tive excise taxes. 

It should be noted that the tax on lubricating oil hurts not only all people who 
depend upon highway transportation but also every other group that uses any 
form of machinery. This tax is a burden to all forms of industry and to agri- 
culture as well. Lubricating oil is no more a fit subject for special taxation than 
the industrial machinery it helps to operate. 


NO CONNECTION BETWEEN THESE TAXES AND FEDERAL HIGHWAY AID 


Those who are not familiar with the background sometimes mistakenly be- 
lieve that there is a connection between Federal highway-aid grants to the 
States and Federal gasoline and automotive excise taxes. Knowing that State 
gasoline and motor-vehicle taxes are related to State highway expenditures, 
there are people who assume that the same relationship prevails at the Federal 
level, 

Actually, there has never been any connection between these Federal taxes 
and Federal highway aid to the States. This is the record: 

Federal participation in highway development dates back to the founding 
days of the Nation, in line with the constitutional provision that Congress be 
empowered “to establish post offices and post roads.” In 1916, before the auto- 
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mobile had achieved serious economic importance, the present system of Federal 
highway grants to the States was inaugurated. 

During World War I, Congress imposed automotive excise taxes to raise 
revenue for the emergency. These levies were later repealed. Yet in the 4 
years prior to 1932, when there were no Federal automotive excise or gasoline 
taxes in effect, Federal highway aid to the States was sharply increased. 

Then in 1932 the Federal Government levied its first taxes on gasoline and 
lubricating eil and resumed the automotive excise taxes. ‘Though receipts from 
these levies mounted, regular Federal highway-aid payments to the States fol- 
lowed an up-and-down course. In 1941, Federal highway-aid payments were 
far below the average level for the 1930’s, despite the rate increases in the gaso- 
line, lubricating oil, and automotive excise taxes adopted in the preceding year 
and the even sharper climb in revenue from these levies. 

As further proof that there never has been any economic relationship between 
these taxes and Federal highway aid, there is this fact: From 1917 to the end 
of 1951, the Federal gasoline and automotive excise taxes cost highway users 
alone over $13,500,000,000. This is exclusive of the cost to other consumers 
of the taxed products. In this same 1917-51 period, Federal highway-aid pay- 
ments to the States amounted to less than $6 billion. In short, highway-user 
taxpayers alone have paid more than $2 on these levies for every $1 of Federal 
high way-aid granted to the States. 

Now Federal automotive excise, gasoline, and lubricating-oil taxes are cost- 
ing the American people more than $2 billion a year, but Federal highway-aid 
grants for fiscal 1954 and 1955 are authorized at $575 million annually. If there 
were any connection between the Federal highway grants and Federal automo- 
tive taxes, it could be said that Washington is draining the States instead of 
aiding them. For over a period of years, these taxes have taken billions more 
from the States than Federal highway grants have given them. With the drastic 
increase in the tax rates enacted in 1951, this disproportion was greatly aggra- 
vated. 

But the record makes it clear that there never has been, in the mind of Con- 
gress, any relationship whatsoever between these taxes and Federal highway 
aid. Qn the contrary, when the taxes have been increased, it has always been to 
meet a general revenue emergency—the depression or national defense require- 
ments. 


FEDERAL GASOLINE TAX INTERFERES WITH STATE HIGHWAY PROGRAMS 


At this time, when so much thought is being given to State highway improve- 
ment programs, Federal automotive and gasoline taxation obstructs highway 
progress. 

The first gasoline tax was imposed by Oregon in 1919 to raise money for high- 
way improvement. From this beginning, the idea spread so fast that by the end 
of 1929 every State had a tax on gasoline. The States, in short, had thoroughly 
preempted this tax field years before the Federal Government entered it. And 
the States were depending on this tax to raise revenue for their road programs, 
They still depend on it. 

Invasion of this field of taxation by the Federal Government thus constitutes 
a wholly unjustified interference with an important source of State funds. 
Instead of aiding the States with their highway programs, the Federal Govern- 
ment is, in effect, holding back those programs by loading the weight of its gaso- 
line tax on top of the State levies. 


POPULAR DEMAND FOR REPEAL OF FEDERAL GASOLINE AND AUTOMOTIVE EXCISE TAXES 


Ever since the Federal gasoline and automotive excise taxes were imposed, 
many groups, private and official, have urged Congress to repeal them. As 
early as 1932, the Legislature of Virginia memorialized Congress to withdraw 
from the field of gasoline taxation. In 1983 the legislatures of 6 States— 
Arkansas, Montana, North Carolina, Oklahoma, Oregon and South Dakota 
memorialized Congress to this effect. Year after year from that time, these 
memorials have continued. 

This year, for instance, the legislatures of 23 States—-Arkansas, Colorado, 
Connecticut, Delaware, Georgia, Idaho, Indiana, Iowa, Kansas, Maine, Min- 
nesota, Nebraska, New Hampshire, North Carolina, North Dakota, Ohio, Okla- 
homa, Pennsylvania, South Carolina, Tennessee, Texas, Vermont, and Wiscon- 
sin—officially memorialized Congress to leave the field of gasoline taxation to 
the States. 
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At its meeting in July, 1952, the Conference of State Governors called upon 
the Federal Government to withdraw from the field of gasoline taxation “as 
soon as may be consistent with the needs of national defense.” 

In December 1952, a similar resolution was adopted by the General Assembly 
of the States, a meeting of legislators and State executives from 44 States. 

On January 21 of this year, it was announced that the executive committee of 
the Governor’s Council was seeking to get Congress to turn over gasoline taxa- 
tion to the States. 

At its 1952 annual meeting the American Farm Bureau Federation recom- 
mended that “gasoline taxes be reserved to the States and that the present 
Federal tax on gasoline be repealed.” The National Grange, at its 1952 annual 
meeting, also urged that “as soon as possible, the Federal Government should 
retire from the entire field of automotive taxation.” 

This is only a sampling of the widespread feeling among State officials and 
highway user groups. In recent years, more than 600 National, State and 
regional organizations of highway users have petitioned Congress to repeal the 
Federal automotive excise, gasoline, and lubricating oil taxes. These groups 
include farmers, automobile clubs, truckers, civic organizations, business and 
manufacturers’ associations, rural letter carriers’ associations, and petroleum 
£roups. 

HEAVY STATE TAX BURDENS OF HIGHWAY USERS 


If double taxation is wrong in itself, the Federal tax on gasoline is much 
worse because of the special dependence of the States on this revenue. 

It is not generally realized that the States collect more money from their 
special taxes on motor vehicle owners than from any other single tax source. 
Excluding unemployment compensation, 28 cents of every tax dollar collected 
by the States comes from special highway user taxes. 

Of course, these are special tax payments alone. Motor vehicle Owners are 
also responsible for all the general State taxes imposed on car owners and 
pedestrians alike—sales taxes, income taxes, business taxes, excise taxes, prop- 
erty taxes. The motor vehicle owner just has an extra and very heavy State 
tax burden to bear, levied not on the basis of his means but on the basis of his 
need to use his car or truck. 

It is asking too much to require him to continue to carry an extra share of the 
cost of running the Federal Government as well. 

When consideration is being given to granting Federal tax relief to any group 
of citizens, it is respectfully suggested that the people who consume gasoline 
and lubricating oil deserve a very high place on the list. In 1932 these people 
were promised that the Federal taxes on gasoline and lubricating oil were only 
temporary and would be repealed. Now, after 21 years, it would seem warranted 
that this promise be kept. 


STATEMENTS OF W. D. JOHNSON, VICE PRESIDENT AND NATIONAL LEGISLATIVE REpP- 
RESENTATIVE, ORDER OF RAILWAY CONDUCTORS, AND Harry SEE, NATIONAL 
LEGISLATIVE REPRESENTATIVE, BROTHERHOOD OF RAILROAD TRAINMEN, IN RE 
IteEM 35 OF COMMITTEE AGENDA RELATIVE TO EXCISE TAXES 


Our organizations represent men in train and yard service on all American 
railroads. These men are compelled as a condition of employment to carry a 
so-called “railroad standard watch.” This requirement begins usually from 
the first week of employment. 

The prices of these watches have increased in past years to where the point 
has been reached that it works a real hardship on those who must buy them, 
in or’er to keep their jobs; this is especially true in the case of new men, where 
an accumulation of money is not possible. 

In addition to the high price of the watch, they are compelled to pay an excise 
tax, further hiking the price of an already expensive watch. It would be a 
tremendous financial relief for these men if the luxury tax could be removed 
from this special type of watch, which is really part of their ‘“‘tools of trade.” 
These men cannot work without these watches, and we feel sure the members 
of the committee can easily realize the necessity for carrying these watches. 

The Canadian Government has removed the luxury tax from this type of 
watch. We are informed by our members in Canada that when it becomes 
necessary to purchase a new watch, the man secures from his supervisory officer 
a statement that the watch is to be used in railroad service, and is a necessary 
tool of employment. He then purchases a watch from a jeweler and is relieved 
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from the luxury tax. We feel the American railroad worker is entitled to the 
same consideration given the Canadian railroad worker. 

We are informed that such a change in our luxury-tax law would result in 
only a loss of $200,000 per year for the Government, but it would mean much 
to the individual railroader who must pay this tax when he purchases a watch. 

We will appreciate it if the committee will give favorable consideration to 
this matter and remove this tax from railroad watches. 


STATEMENT ON BEHALF OF AMERICAN BAR ASSOCIATION, IN Re Topic No, 35, 
Excise Tax ADMINISTRATION 


Inasmuch as a representative of the American Bar Association will not 
appear in person on the above topic, it is requested that this statement be re- 
ceived and filed. 


SECTION 3441. SALE PRICE (EXCISE AND IMPORT TAXES) 


Section 3441 of the code, prescribing methods for determining the sale 
price by which various manufacturers’ excise taxes should be measured; origi- 
nated as section 604 of the revenue bill of 19382, which became section 619 of 
the Revenue Act of 1932. The report of the Ways and Means Committee 
on that bill (H. Rept. No. 708, 72d Cong., 1st sess., pp. 37-388) showed the 
intent to base the tax on the normal factory price and where, by reason of 
the relationship of the parties, the price charged does not represent a fair 
value, the tax should be on the same value as in the case of similar sales 
between independent parties. However, the courts have held that, where 
the manufacturer acts as distributor or sells through a controlled agency, 
the tax must be measured by the distributor’s sales price, while the manufac- 
turer who does not perform the eocnomic function of distribution is taxed 
only upon the factory price. See C. W. Fitch Co. v. U. S. (823 U. S. 582); 
Campana Corp. v. U. S. (38 F. Supp. 284).) These inequities and disrcimina- 
tions could be avoided by an amendment to section 3441 which would exclude 
from the tax base, in such situations, costs attributable to selling and dis- 
tribution, as distinguished from manufacturing. 

A provision to make this recommendation effective was contained in the 
Reed-Campbell, H. R. 4775 and H. R. 4825, 82d Cong.), as follows: 

“SecTIon 301. SALES Price.—(a) Section 3441 (defining “sales price” as the 
basis for manufacturers’ excise tax) is hereby amended by ading at the end 
thereof the following three new subsections: 

“*(e) In the case of a sale by a manufacturer to a selling corporation of 
an article to which the tax under this section applies, the sale shall be prima 
facie presumed to be otherwise than at arm’s length if either the manufacturer 
or the selling corporation Owns more than 75 per centum of the outstanding 
stock of the other, or if more than 75 per centum of the outstanding stock of 
both corporations is owned by the same person in substantially the same pro 
portions. Sales by a manufacturer to a selling corporation shall in all other 
cases be prima facie presumed to be at arm’s length. 

“*(f) If an article to which the tax under this chapter applies is sold by 
the manufacturer thereof otherwise than through an arm’s length transaction, 
at less than the fair market price, to a selling or distributing agency controlled 
by such manufacturer, the tax shall be imposed on the same value as in case 
of similar sales between independent parties. 

“*(g) If an article to which the tax under this chapter applies is sold 
by the manufacturer thereof acting as his own distributor, the salesmen’s 
commissions and costs and expenses of advertising and selling which are at 
tributable to the functions of distribution and sale, as distinguished from the 
function of manufacturing, shall be excluded in determining the sale price 
for the purposes of the chapte.’ ” 

“(b) The amendment made by this section shall take effect on the first 
month which begins more than ten days after the date of enactment of this 
Act.” 

SECTION 3443. CREDITS AND REFUNDS (EXCISE AND IMPORT TAXFS) 


Removal of conditions on refunds.—Section 3443 (d) of the Internal Revenue 
Code should be repealed. This provision sets out the requisites for the recovery 
of overpayments of manufacturers’ excise taxes and requires that the person who 
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paid the tax establish (1) that he has not included the tax in the price of the 
articles with respect to which it was imposed, or collected the amount of the 
tax from the vendee, or (2) that he has repaid the amount of the tax to the ulti- 
mate purchaser of the article or has secured the written consent of the ultimate 
purchaser to the credit or refund. These limitations on refunds are grossly 
unfair in at least two respects. They impose an impossible burden of proof as a 
condition to recovery of taxes which admittedly were illegally collected, for 
generally taxes are refundable simply upon the showing that they were illegally 
collected. If any restriction based on equity is to protect the Government against 
refund, the burden of establishing the existence and the extent of the equity should 
be on the Government which asserts it: and if the equity cannot be established 
the legal rights should prevail. Moreover, the provisions unjustifiably dis- 
criminate against one who has prompt!y paid the taxes claimed of him and in 
favor of those who have withheld payment. 

A provision to make this recommendation effective was contained in the Reed- 
Camp bill (H. R. 4775 and H. R. 4825, 82d Cong.), as follows: 

“Sec. 302. REMOVAL or CONDITIONS ON REFUNDS.—(a) Section 3443 (relating 
to credits and refunds of excise and import taxes) is hereby amended by striking 
out subsection (d) thereof. 

“(b) The amendment made by this section shall be applicable with respect 
to credits and refunds allowed or made after the date of enactment of this Act.” 


SUBCHAPTER C, CHAPTER 29: MANUFACTURERS’ EXCISE AND IMPORT TAXES 


Appeals to Tar Court.—The Tax Court of the United States should be given 
jurisdiction over disputes involving manufacturers’ excise taxes imposed by chap- 
ter 29 of the Internal Revenue Code. At the present time the Tax Court does not 
have such jurdisdiction and, in contrast with the procedure available with respect 
to income, estate and gift taxes, a person has no alternative but to pay manu- 
facturers’ excise taxes and litigate subsequently their correctness—an alternative 
which is unusually burdensome in view of the restrictions on refunds discussed 
above in connection with section 302 of the bill under the heading of section 
3443 of the Internal Revenue Code. 

Although this section is considered to contain a necessary remedial measure, 
enactment might be deferred until steps are taken to eliminate the present over- 
crowding of the Tax Court docket. 


The Reed-Camp bill mentioned above contained the following provision that 
would effectuate this recommendation : 

“Sec. 308. APPEALS TO Tax Court.—(a) Subchapter C of ehapter 29 (contain- 
ing general administrative provisions relating to manufacturers’ excise and 
import taxes) is hereby amended by adding at the end thereof the following new 
sections: 


‘Sec. 3454. DEFINITION OF DEFICIENCY. 
“*As used in this chapter in respect of any tax imposed by subchapter A of 
this chapter the term “deficiency” means— 

“*(a) The amount by which the tax imposed by subchapter A of this 
chapter exceeds the amount shown as the tax by the taxpayer upon his 
return; but the amount so shown on the return shall first be inereased by 
the amount previously assessed (or collected without assessment) as a 
deficiency, and decreased by the amounts previously abated, credited, or 
otherwise repaid in respect of such tax; or 

“*(b) If no amount is shown as the tax by the taxpayer upon his return or 
if no return is made by the taxpayer, then the amount by which the tax 
exceeds the amounts previously assessed (or collected without assessment) as 
a deficiency; but such amounts previously assessed, or colleeted without 
assessment, shall first be decreased by the amounts previously abated, 
refunded, or otherwise repaid in respect of such tax. 


“Sec. 3455. ProceEpURE IN GENERAL, 

“*(a) PEetTITIon TO Tax Court.—If in the case of any taxpayer, the Commis- 
sioner determines that there is a deficiency in respect of any tax imposed by 
subchapter A of this chapter, the Commissioner is authorized to send notice of 
such deficiency to the taxpayer by registered mail. Within ninety days after 
such notice is mailed (not counting Saturday, Sunday or a legal holiday in the 
District of Columbia as the ninetieth day), the taxpayer may file a petition with 
the Tax Court of the United States for a redetermination of the deficiency. No 


assessment of a deficiency in respect of any tax imposed by subchapter A of this 
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chapter and no distraint or proceeding in court for its collection shall be made, 
begun, or prosecuted until such notice has been mailed to the taxpayer, nor until 
the expiration of such ninety-day period nor, if a petition has been filed with the 
Tax Court, until the decision of the Tax Court has become final. Notwithstand- 
ing the provisions of section 38653 (a), the making of such assessment or the 
beginning of such proceeding or distraint during the time such prohibition is 
in force may be enjoined by a proceeding in the proper court. If the notice is 
addressed to a person outside the States of the Union and the District of 
Columbia, the period specified in this subsection shall be one hundred and fifty 
days in lieu of ninety days. 

COLLECTION OF DEFICIENCY Founp By Tax Court.—If the taxpayer files 
a petition with the Tax Court, the entire amount redetermined as the deficiency 
by the decision of the Tax Court which has become final shall be assessed and 
shall be paid upon notice and demand from the collector. No part of the amount 
determined as a deficiency by the Commissioner but disallowed as such by the 
decision of the Tax Court which has become final shall be assessed or be collected 
by distraint or by proceeding in court with or without assessment. 

**(c¢) FAILURE TO FILE PeETrITION.—If the taxpayer does not file a petition with 
the Tax Court within the time prescribed in subsection (a) of this section, the 
deficiency, notice of which has been mailed to the taxpayer, shall be assessed, 
and shall be paid upon notice and demand from the collector. 

*“*(d) WAIVER or RESTRICTIONS.—The taxpayer shall at any time have the 
right, by a signed notice in writing filed with the Commissioner, to waive the 
restrictions provided in subsection (a) of this section on the assessment and 
collection of the whole or any part of the deficiency. 

*“*(e) INCREASE OF DericlIeENcy AFTER Notice MatLep.—The Tax Court shall 
have jurisdiction to redetermine the correct amount of the deficiency ever 
the amount so redetermined is greater than the amount of the deficiency, notice 
of which has been mailed to the taxpayer, and to determine whether any penalty, 
additional amount or addition to the tax should be assessed—if claim therefor 
is asserted by the Commissioner at or before the hearing or a rehearing. 

“*(f) FurRTHER DEFICIENCY LETTERS REsTRICTED.—If the Commissioner has 
mailed to the taxpayer notice of a deficiency as provided in subsection (a) of 
this section, and the taxpayer files a petition with the Tax Court within the 
time prescribed in such subsection, the Commissioner shall have no right to 
determine any additional deficiency in respect of the same taxable period, except 
in the case of fraud, and except as provided in subsection (e) of this section, 
relating to assertion of greater deficiencies before the Tax Court, or in section 
3456, relating to the making of jeopardy assessments. If the taxpayer is notified 
that, on account of a mathematical error appearing upon the face of the return, 
an amount of tax in excess of that shown upon the return is due, and that an 
assessment of the tax has been or will be made on the basis of what would have 
been the correct amount of tax but for the mathematical error, such notice shall 
not be considered (for the purposes of this subsection, or of subsection (a) of 
this section, prohibiting assessment and collection until notice of deficiency has 
been mailed, or of section 3443 (d), prohibiting credits or refunds after petition 
to the Tax Court) as a notice of a deficiency, and the taxpayer shall have no 
right to file a petition with the Tax Court based on such notice, nor shall such 
assessment or collection be prohibited by the provisions of subsection (a) of 
this section. 

“*(g) JURISDICTION OVER OTHER TAXABLE PERIODS.—The Tax Court in re 
determining a deficiency in respect of any taxable period shall consider such 
facts with relation to the taxes for other taxable periods as may be necessary 
correctly to redetermine the amount of such deficiency, but in so doing shall have 
no jurisdiction to determine whether or not the tax for any other taxable period 
has been overpaid or underpaid. 

“*(h) FrnaL DEctsions or Tax Court.—For the purposes of this chapter the 
date on which a decision of the Tax Court becomes final shall be determined 
according to the provisions of section 1140. 

“*({) EXTENSION OF TIME FOR PAYMENT OF DEFICIENCIES.—Where it is shown 
to the satisfaction of the Commissioner that the payment of a deficiency upon the 
date prescribed for the payment thereof will result in undue hardship to the 
taxpayer the Commissioner, under regulations prescribed by the Commissioner 
with the approval of the Secretary, may grant an extension for the payment of 
such deficiency for a period not in excess of twelve months. If an extension is 
granted, the Commissioner may require the taxpayer to furnish a bond in such 
amount, not exceeding double the amount of the deficiency, and with such sureties, 
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as the Commissioner deems necessary conditioned upon the payment of the 
d-ficieney in accordance with the terms of the extension. No extension shall be 
granted if the deficiency is due to negligence, to intentional disregard of rules 
and regulations, or to fraud with intent to evade tax. 

““*(j) ADDRESS FoR NorTIce or DEFICIENCY.—In the absence of notice to the 
Commissioner under section 3457 of the existence of a fiduciary relationship, 
notice of a deficiency in respect of a tax imposed by subchapter A of this chapter, 
f mailed to the taxpayer at his last known address, shall be sufficient for the 
purposes of this chapter, even if such taxpayer is deceased, or is under a legal 
disability, or, in the case of a corporation, has terminated its existence. 

Sec. 3456. JEOPARDY ASSESSMENTS 

‘(a) AUTHORITY FOR MAKING.—If the Commissioner believes that the assess 
ment or collection of a deficient vy will be jeopardized by delay, he shall im- 
mediately assess such deficiency (together with all interest, additional amounts, 
or additions to the tax provided for by law) and notice and demand shall be 
made by the collector for the payment thereof. 

‘*(b) DeEFicrency LetTrers.—If the jeopardy assessment is made before any 

notice in respect of the tax to which the jeopardy assessment relates has been 
mailed under section 3455 (a), then the Commissioner shall mail a notice under 
*h subsection within sixty days after the making of the assessment. 
‘(c) AMOUNT ASSESSABLE BEFORE DECISION oF TAx Court.—The jeopardy 
assessment may be made in respect of a deficiency greater or less than that 
notice of which has been mailed to the taxpayer, despite the provisions of section 
3455 (f) prohibiting the determination of additional deficiencies, and whether 
or not the taxpayer has theretofore filed a petition with the Tax Court. The 
Commissioner may, at any time before the decision of the Tax Court is rendered, 
abate such assessment, or any unpaid portion thereof, to the extent that he 
believes the assessment to be excessive in amount. The Commissioner shall 
notify the Tax Court of the amount of such assessement or abatement, if the 
petition is filed with the Tax Court before the making of the assessment, or is 
subsequently filed, and the Tax Court shall have jurisdiction to redetermine the 
entire amount of the deficiency and of all amounts assessed at the same time in 
connection therewith. 

‘(d) AMOUNT ASSESSABLE AFTER DEcISsION or TAx Court.—If the jeopardy 
assessment is made after the decision of the Tax Court is rendered such assess- 
ment may be made only in respect of the deficiency determined by the Tax Court 
in its decision. 

“*(e) EXPIRATION OF RIGHT TO ASSESS.—A jeopardy assessment may not be 
made after the decision of the Tax Court has become final or after the taxpayer 
has filed a petition for review of the decision of the Tax Court. 

‘(f) Bonp To Stay CoLiection.—When a jeopardy assessment has been made 
the taxpayer, within 10 days after notice and demand from the collector for 
the payment of the amount of the assessment, may obtain a stay of collection 
of the whole or any part of the amount of the assessment by filing with the 
collector a bond in such amount, not exceeding double the amount as to which 
the stay is desired, and with such sureties, as the collector deems necessary, 
conditioned upon the payment of so much of the amount, the collection of 
which is stayed by the bond, as is not abated by a decision of the Tax Court 
which has become final, together with interest thereon as provided in sections 
3449 and 2706. If any portion of the jeopardy assessment is abated by the 
Commissioner before the decision of the Tax Court is rendered the bond shall, 
at the request of the taxpayer, be proportionately reduced. 

‘*(g¢) Same—FurtTHeR CoNpbITION.—If the bond is given before the taxpayer 
has filed his petition with the Tax Court under section 3455 (a), the bond shall 
contain a further condition that if a petition is not filed within the period pro- 
vided in such subsection, then the amount the collection of which is stayed by 
the bond will be paid on notice and demand at any time after the expiration 
of such period, together with interest thereon at the rate of 6 per centum per 
annum from the date of the jeopardy notice and demand to the date of notice 
and demand under this subsection. 

‘*(h) Wartver or Stay.—Upon the filing of the bond the collection of so much 
of the amount assessed as is covered by the bond shall be stayed. The taxpayer 
shall have the right to waive such stay at any time in respect of the whole or 
any part of the amount covered by the bond, and if as a result of such waiver 
any part of the amount covered by the bond is paid then the bond shall, at the 
request of the taxpayer, be proportionately reduced. If the Tax Court determine 
that the amount assessed is greater than the amount which should have been 
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assessed, then when the decision of the Tax Court is rendered the bond shall, 
at the request of the taxpayer, be proportionately reduced. 

‘(i) COLLECTION OF UNPAID AMOUNTS.—When the petition has been filed 
with the Tax Court and when the amount which should have been assessed has 
been determined by a decision of the Tax Court which has become final, then 
any unpaid portion, the collection of which has been stayed by the bond, shall 
be collected as part of the tax upon notice and demand from the collector, and 
any remaining portion of the assessment shall be abated. If the amount already 
collected exceeds the amount determined as the amount which should have been 
assessed, such excess shall be credited or refunded to the taxpayer as provided 
in sections 3443, 3449, 2711 and 3770, without the filing of a claim therefor. 
If the amount determined as the amount which shou'd have been assessed is 
greater than the amount actually assessed, then the difference shal) be assessed 
and shall be collected as part of the tax upon notice and demand from the 
collector 
‘(j) CLATMS IN ABATEMENT.—No claim in abatement shall be filed in respect 
of any assessment of any tax imposed by subchapter A of this chapter 


“ ‘Sec, 3457, Notice OF FIDUCIARY RELATIONSHIP. 

“*(a) Errect or NotIct Upon notice to the Commissioner that any person 
is acting in a fiduciary capacity such fiduciary shall assume the powers, rights, 
duties, and privileges of the taxpayer in resnect of a tax imposed by subchapter 
A of this chapter (except as otherwise specifically provided and except that the 
tax shall be collected from the estate of the taxpayer) until notice is given that 
the fiduciary capacity has terminated. 

““(h) MANNER OF Notice.—Notice under subsection (a) shall be given in 
accordance with regulations prescribed by the Commissioner with the approval 
of the Secretary.’ 

“(b) Section 3448 (relating to credits and refunds of excise and import taxes) 
as amended by section 302 of this Act, is hereby further amended by adding 
at the end thereof the following snbsection: 

“*(d) EFrect oF PETITION To Tax Court.—If the Commissioner has mailed 
to the taxpayer a notice of deficiency under section 3455 (a) and if the tux- 
paver files a petition with the Tax Court within the time prescribed in snech 
subsection, no credit or refund in respect of the tax for the taxable period in 
respect of which the Commissioner has determined the deficiency shall be al 
lowed or made and no suit by the taxpayer for the recovery of any part of 
such tax shall be instituted in any court except— 

“*(1) As to overpayments determined by a decision of the Tax Court 
which has become final; and 

“*(2) As to any amount collected in excess of an amount computed in 
accordance with the decision of the Tax Court which has become final; and 

“*(3) As to any amount collected after the period of limitation upon 
the beginning of distraint or a proceeding in court for collection has ex- 
pired; but in any such claim for credit or refund or in any such suit for 
refund the decision of the Tax Court which has become final, as to whether 
such period has expired before the notice of deficiency was mailed, shall be 
conclusive.’ 

“(c) The amendments made by this section shall take effect on January 1, 
1954.” 





Liceett & Myers Toracco Co., 
New York, N. Y., August 12, 1958. 
Re amendment of collection provision ; cigarette excise. 
Hon. DAntet A. REED, 
Chairman, Ways and Means Committee, 
House Office Building, Washington, D. C. 


My Drar CHAIRMAN REED: I have noted that at your committee hearings 
August 10 you filed communications from certain tobacco manufacturers re- 
lating to the elimination of the prepayment feature in connection with tax 
stamns. This is a matter upon which we feel as strongly as anyone and I 
would appreciate it very much if you would similarly file this letter with your 
record of the hearings. 


37746—53—pt. 3 21 
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On April 22 of this year I wrote you dealing with the nature of the statutory 
changes which would accomplish the desired result. A photostatic copy of that 
letter is enclosed. 

This letter is to reaffirm the position we took at that time. We have felt in- 
creasingly over the years the drain upon our resources which is imposed by 
present requirements that we pay for stamps in advance. At all times during 
1952 we had invested in tax stumps an amount of working capital which we 
estiluate to have been between $32 million and $35 million. As you know, much 
of the money that tobacco companies use nowadays is borrowed and current 
rates of interest on this amount would aggregate over a million dollars a year, 
Thus outworn administrative methods force us (a) to act as tax collector for 
the Treasury and (0b) to pay a crippling penalty for the privilege. We can see 
no real benefit to anyone in the present situation. 

it is not without significance that the churges on our borrowings for this 
sort of expense reduce our earuing capacity and thus reduce the amount of 
income taxes which we pay to the Treasury. 

Naturally we have it in mind that adequate regulations would require 
furnishing of ample security for the tax. 

We believe that it would be businesslike to require payments for stamps on a 
monthly basis. It has been suggested that payment be made 20 days after the 
close ot the calendur month. That seems a workable suggestion. 

The records of your committee back through the years will show you how 
this situation has arisen. From the time 40 years ago when cigurette taxes 
were relatively modest and the production of cigarettes was small, taxes have 
increased 3.5 times, and the volume of manufactured cigarettes has risen over 
40 times. Tobacco taxes produced over $1.6 billion in 1952. Correspondingly 
the burden of connnitted capital has steadily increased to the point where now 
we think that simple justice requires that relief be afforded. As you know, a 
large nuniber of States ullow deferred payments. We suggest that their experi- 
ence has shown the practicability of the method. 

We believe that your distinguished committee will speedily conclude that the 
large part of our resources now locked up in prepaid cigarette tax stamps should 
be freed for productive use in purchase of leaf tobacco, the employment of labor, 
and the processing of our products, 

Yours sincerely, 
B. F. Few, President. 


Liccett & MYeERs ToBacco Co., 
New York, N. Y., April 22, 1958. 
Re amendment of collection provision; cigarette excise. 
Lon. DANIEL A. REED, 
Chairman, Ways and Means Committee, 
House Office Building, Washington, D. C. 

My Deak CHAIRMAN LiKED: 1. Your committee can authorize an administrative 
change in the collection of cigarette excise taxes which will not cost the Govern- 
ment a penny but which will permit tobacco manufacturers to free for productive 
use a p. rtion of their working capital now tied up in cigarette tax stamps for 
long periods. We refer to the suggestion already made by the American To- 
bacco Co. to the Joint Committee on Internal Revenue Taxation last November 
that tianufacturers be permitted to pay for the stamps purchased in a given 
month on or before the 20th day of the following month. The present revenue 
levislation, and related Treasury regulations, work thus: Because of the large 
amounts of money involved, and because we have to pay for our stamps long 
before we can recover our mcney from the sale of products to which they are 
attached, we have to buy a batch of stamps every day at offices of the Bureau 
of Internal Revenue in Durham, N. C., and Richmond, Va. Each day on aver- 
age we buy $1,100,000 of revenue stamps. The daily batch of stamps is affixed 
promptly to our products sent out to our depots in various parts of the country 
there to be rerouted to our customers. But a period of from 3 weeks to 2 months 
inust lapse before we recover this stamp money by sale to our customers. We 
had constantly invested in tax stamps in 1952 an amount-of working capital 
which we estimate to have been between $32 million and $35 million. As you 
know, much of the money that tobacco companies use nowadays is borrowed, and 
at current rates, interest on this amount would aggregate around $1 million for 
the year. Thus money that could be used profitably in our business (to earn 
profits of whch the Treasury would get its share in income tax) has to be em- 
ployed to finance the collection of a Government tax. 
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As you know, a large number of the States which impose cigarette taxes allow 
deferred payment. We sugest that their experience has shown the practicabil- 
ity of the method. It is also impressive that so many taxing jurisdictions have 
agreed that it is unfair to require the manufacturer to employ his capital to 
finance the anticipatory collection of the tax from the public. 

We understand that it has already been suggested that sections 2001 and 
4047 (c) of the Internal Revenue Code be amended so as to permit these neces- 
sary changes. The suggested amendment, we understand, is that section 2001 
should be amended to read as follows (proposed new language underlined) : 
“Sec. 2001. TAXPAYER. 

(a) MANUFACTURER OR IMPORTER.—The taxes imposed by section 2000 shall 
be paid by the manufacturer or importer. J/’ayment may be made for stamps 
required by sections 2112 and 2130 within twenty days after the close of the 
calendar month for all stamps issued to a manufacturer or importer of cigara 
or cigarettes during such month, provided that the manufacturer or importer 
has furnished security satisfactory to the Commissioner under regulations pre- 
scribed by the Commissioner with the approval of the Secretary.” 

The corresponding amendment of section 4047 (c) of the Internal Revenue 
Code would be as indicated by the underscoring: 

“Sec. 4047. PENALTIES, 

“(c) ISSUE OF STAMPS BY COLLECTOR BEFORE PAYMENT.—Any collector, or any 
deputy collector or other employee of, or person acting for such collector, who 
shall issue any stamp or stamps indicating the payment of any internal-revenue 
tax before payment in full therefor hus been made to the office or person issu- 
ing the same, except as provided in section 2001 (a), shall be deemed guilty of a 
misdemeanor and shall be fined for each stump thus issued an amount equal to 
the face value thereof, in addition to the liability of the collector on his official 
bond on account of such stamp; and such collector, deputy collector, or employee 
shall be dismissed from office.” 

We hope that your committee will speedily adopt this legislation and that 
the Treasury people will put such change into effect forthwith. 

There is another requirement which is a burden to the tobacco manufacturer 
and of no significance to the Treasury and that is the present requirement of 
certified checks to pay for cigarette tax stamps. We suggest that section 3656 
(b) (1) of the Internal Revenue Code be amended to read as follows (underscor- 
ing shows the proposed amendiuent) : 

“(1) AUTHORITY TO RECEIVEK.—Collectors may receive checks in addition to 
those specified in subsection (a) in payment cf taxes other than those payable 
by stamp during such time and under such rules and regulations as the Com- 
missioner, with the approval of the Secretary, shall prescribe (.), provided, 
however, that uncertified checks may be accepted in payment for stamps required 
to be affizved to cigarettes by section 2112 in the discretion of the Commissioner 
pursuant to regulations prescribed by the Commissioner with the approval of 
the Secretary.” 

The present requirements for certified checks mean the tying up of substantial 
sums of money for no purpose, either for the Government or for ourselves. 
We estimate that on daily average we have $1,100,000 tied up in this way. We 
think it reasonable, at a time when there is real effort being made to simplify 
governmental procedures, to suggest that this change be made. 

I inclose 30 copies of this letter in case you wish to distribute them to your 
committee and staff. 

Yours sincerely, 
B. F. Few. 


STATEMENT OF AMERICAN FEDERATION OF LABOR, RE Topic 35, Excise TAx PRoBLEMS 


Methods of collecting a number of excise taxes lead to their inclusion with 
markup in the rising price of goods. Far from serving to operate as a defla- 
tionary force or to curb excessive purchasing, these excise taxes reflected in the 
price index merely give rise to demands for higher wages and have contributed 
to inflation. The American Federation of Labor believes thut highest priority 
should be given to the speedy reduction and elimination of exicse taxes, particu- 
larly in view of the fact that States and local units of Government depend so 
largely on consumer taxes levied on the same commodities taxed by the Federal 
Government, 
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AMERICAN HOSPITAL ASSOCIATION, 
COUNCIL ON GOVERNMENT RELATIONS, 
Washington, D. C., August 10, 1958. 
Re tax revision problems—Topic 35, excise tax problems. 
Hon. DANTEL A. REED, 
Chairman, Ways and Means Committee, 
House of Representatives, Washington, D. C. 


DEAR Mr. CH\IRMAN: The American Hospital Association urges that nonprofit 
hospitals be exempted from excise tax, just as hospitals owned and operated by 
units of Government are exempt. 

The American Hospital Association represents over 5,000 of the nearly 7,000 
hospitals in this country. Although our membership includes most of the tax- 
supported hospitals owned and operated by cities, counties, and State and Federal 
Governments, and a large number of proprietary hospitals, we make this state- 
ment on behalf of our institutional members which are nonprofit hospitals. 


NONPROFIT HOSPITALS CARRY THE BURDEN 


koe 
admissions were nearly 19 million. Of these, more than 12 million were admitted 
to nonprofit hospitals; almost 5 million were admitted to Government hospitals; 
and 1% million were admitted to proprietary institutions. Government hos- 
pitals, of course, include most of the long-term hospitals which have fewer patients 
admitted. 

The 1,100 church hospitals and 2,100 nonprofit secular hospitals cared for 
two-thirds of all persons hospitalized last year. 


About one-ninth of our population is hospitalized each year. In 1942, total 


TAX DISCRIMINATION 


The present excise-tax structure discriminates against these nonprofit hos- 
pitals. Hospitals owned and operated by units of Government—Federal, State, 
city, or county—are exempt from excise tax. But nonprofit hospitals rendering 
the same services and performing the same community functions must pay these 
excise taxes. 

In our society, by tradition, Government encourages voluntary effort because 
voluntary effort performs functions that would otherwise have to be performed 
by Government. Care of the sick is fundamentally a responsibility of society. 
The hospital is a very necessary institution in the community. Many com- 
munities have had to provide hospitals through tax funds and continue to 
support those institutions with tax funds after they have been built. But tax 
funds have been saved in those communities where voluntary effort, religious or 
secular, has provided the institution and continues to furnish the care. The 
exemption from taxation is the only encouragement offered by Government to 
these institutions which save it so much. 

Government must continue to encourage voluntary effort because to do other- 
wise would endanger our economy and our culture. 

When nonprofit hospitals pay excise taxes upon the commodities they purchase 
for provision of care to sick people those taxes must be added to the cost of care. 
This increases the amount that hospitals must obtain from paying patients: or 
it reduces the amount of care that hospitals can provide to the sick poor from 
their charitable funds. A tax on hospital care is a tax upon distress. We hope 
you will not ignore the social effect of taxation upon institutions which ought 
to be encouraged in our economic and cultural structure. 

In an appendix we have suggested language for the amendments we recommend. 

Respectfully, 
Wm. S. McNary, 
Chairman, Council on Government Relations. 


APPENDIX 


SUGGESTED LANGUAGE FOR EXCISE TAX EXEMPTION OF NONPROFIT HOSPITALS 


Nonprofit hospitals help to carry a burden which would 6therwise fall upon the 
Government. Although they render the same public service to the community as 
institutions owned and operated by political subdivisions of Government, they 
are subject to tax burdens from which governmental institutions are exempted. 
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This unfair discrimination could be remedied by the following amendments 
(shown in italics) to the Internal Revenue Code: 
“Sec. 83442. Tax FREE SALes.’ 

“Under regulations prescribed by the Commissioner with the approval of the 
Secretary, no tax under this chapter shall be imposed with respect ‘to the sale 
of any article— 

(1) for use by the vendee as material in the manufacture or production 
of, or aS a component part of an article enumerated in this chapter; 
“(2) for resale by the vendee for such use by his vendee, if such article 
is in due course so resold; 


‘(3) for the exclusive use of any State, Territory, or any political sub- 
division of the foregoing, or the District of Columbia, or any corporation or 
association operating a hospital, if no part of the net earnings inures to the 
benefit of any private shareholder or individual. 


“Sec. 3466. EXEMPTION FRoM Tax.’ 

“(a) No tax shall be imposed under section 3465 upon any payment received 
for services or facilities furnished to any State, Territory of the United States, 
or political subdivision thereof, or the District of Columbia, or any corporation 
or association operating a hospital, if no part of the net earnings inures to the 
benefit of any private shareholder or individual, or any international organiza- 
tion, or any corporation created by act of Congress to act in matters of relief 
under the treaty of Geneva of August 22, 1864.” 


STATEMENT OF THE WEsT VIRGINIA STATE CHAMBER OF COMMERCE RE Topic 35, 
Excess TAX PROBLEMS 


(a) Excise taxes imposed for wartime and emergency purposes should be 
repealed, and other excises should be reduced to prewar levels 

(UJ) In the event a national emergency requires the raising of large sums 
of money, a Iederal sales tax at the retail level is preferable to the increasing 
of individual and corporate tax rates, and the imposition of excises, as was 
done to raise money for World War II. 


(Thereupon, at 1:10 p. m., the hearing was adjourned.) 


1 Applies to tax on sales of commodities 
? Refers to the tax on telegraph, telephone, etc. 
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WEDNESDAY, AUGUST 12, 1953 


House or REPRESENTATIVES, 
CoMMITTEE ON Ways AND MEAns, 
Washington, D.C. 

The committee met at 10 a. m., Hon. Daniel A. Reed (chairman) 
presiding. 

The Cramman. The committee will please be in order. 

The committee will continue hearings today on general revenue 
revision, and we have the pleasure of welcoming here this morning 
Judge Herbert F. Goodrich, United States Circuit Court of Appeals 
for the Third Circuit, in behalf of the American Law Institute. 


STATEMENT OF HON. HERBERT F. GOODRICH, JUDGE, UNITED 
STATES COURT OF APPEALS FOR THE THIRD CIRCUIT 


Judge Goopricw. I appreciate the privilege of being here, Mr. 
Chairman. 

Mr. Esernarrer. Of course, Judge Goodrich is well known all over 
America, but he is particularly well known in Pennsylvania. He has 
made a great judge. 

The Cuarrman. Weare certainly highly honored to have you, Judge 
Goodrich. 

Judge Goopricn. And I am honored to be here. Perhaps, Mr. 
Chairman, it would be appropriate if I said 1 or 2 things about the 
organization that I am representing, the American Law Institute, 
which was organized in 1923 as a nonprofit corporation under the 
laws of the District of Columbia; the stated purpose of the institute 
being “to promote the classification and simplification of the law and 
its better adaptation to social needs, to secure the better administra- 
tion of justice and to encourage and carry on scholarly and scientific 
legal work.” 

We worked for some 20 years on a restatement of the common law 
of the United States, and its publication has been very well received. 
It was a venture engaged in by a great many lawyers and judges. It 
has been very well received and is a contribution, we feel, to the public 
welfare. 

Since that time we have written a code of criminal procedure that 
was very, very useful in framing Federal rules on that subject. We 
have drawn up a code on evidence, and we have worked in conference 
with the Commission on Uniform State Laws in drafting a uniform 
code. 

We are engaged in writing a model criminal code under a grant 
from the Rockefeller Research Foundation. We have received a grant 
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for continuing the work on the restatement of the common law, and 
we are endeavoring, in cooperation with the American Bar Associa- 
tion, to further legal education for lawyers throughout the country. 

The work of the institute was described in one of the series of sur- 
veys for the American bar, and reprinted in the Washington Uni- 
versity Law Quarterly, No. 8, volume 1951. I will leave a copy of 
that reprint with the stenographer, and, unless you wish it, there is 
no reason for putting it in the record, as it has already been distributed. 

The CuarrmMan. Without objection, we will make it a part of the 
record. 

Judge Goopricn. Whatever you wish. 

(The Story of the American Law Institute follows :) 


[Reprint from Washington University Law Quarterly, St. Louis, Mo., vol. 1951, No. 3, 
June 1951] 


THe Strory OF THE AMERICAN LAw INSTITUTE ! 
(By Herbert F. Goodrich)? 


In the early part of the 1920’s a group of prominent American judges, lawyers, 
and law teachers, organized as the Committee on the Establishment of a Perma- 
nent Organization for the Improvement of the Law, reported to the members 
of the legal profession that the “two chief defects in American law are its un- 
certainty and its complexity.” The committee roster contained some great names 
in the law. Only a few can be mentioned since this account should not be 
turned into a series of biographies of American lawyers. But some must be, 
for here were the men whose experience and prestige combined to make a con- 
tribution which was to have lasting effects in the development of law in America. 

Elihu Root should be mentioned first for he was the chairman of the com- 
mittee. At this time people called him the “dean of the American bar”; he had 
earned the title. His public services both in and outside the legal profession plus 
his eminent professional achievements made him an authority on whatever sub- 
ject he spoke. George Woodward Wickersham, former Attorney General of the 
United States, was the vice chairman. He, too, brought both professional emi- 
nence and wide public service to the committee. There was Harlan Fiske Stone, 
soon to become Attorney General of the United States and, subsequently, to be- 
come a Justice and then Chief Justice of the United States Supreme Court. On 
the judicial side also was Benjamin Nathan Cardozo, in 1923 a judge of the 
Court of Appeals of New York and later to become chief judge of that court and 
a justice of the United States Supreme Court. Judge Learned Hand and Cuthbert 
W. Pound, also of the judiciary, served on the committee. 

Perhaps less well known to the country at large but a man of great influence 
among lawyers was James Byrne, president of the Association of the Bar of the 
City of New York, a member of the Harvard Corp. And likewise there was Victor 
Morawetz. Outside of the law he was not known at all. But to lawyers wno 
dealt with corporate affairs he was famous as the author of Morawetz on Corpora- 
tions. The same tough, guided analysis which appears in his book was given to 
every problem with which the committee, and subsequently the American Law 
Institute, dealt. John W. Davis and R. C. Leffingwell, prominent New York 
lawyers, were members. 

Irom the law schools there was Samuel Williston, of Harvard, author of Willis- 
ton on Sales. Likewise, there were Joseph H. Beale and Roscoe Pound, from the 
same institution; James P. Hall and Ernst Freund, from the University of Chi- 


1 Copyright, 1951, Reginald Heber Smith 

2 Tuds ted States Court of Appeals, Third Circuit 
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cago; John H. Wigmore, famous for his work in the law of evidence ; and William 
Draper Lewis from the University of Pennsylvania, secretary of the committee, 
who subsequently became director of the organization which grew out of this 
committee’s report. 

More should be said about Dr. Lewis, even at the risk of interrupting the con- 
tinuity of the story of the committee with the long name, for the work which 
this committee began was deeply influenced by the Lewis personality for nearly 
a quarter of a century. Dr. Lewis was a Vhiladelphian, He had practiced law, 
been a law professor and dean of the University of Pennsylvania Law School. 
He had edited lawbooks and he dabbled in Pennsylvania politics for the then 
Progressive Party. He was deeply interested in public service, and the opportu 
nity for professional contribution through the work this committee began called 
him to exciting adventures. Dr. Lewis was a hard worker, partly because he did 
everything the hard way. Sometimes he would write two or three longhand 
drafts befure he tried a typewritten copy. All his procedures were elaborate, ue- 


curate, and slow. But he had one of the warmest personalities that anyone could 
have the privilege to work with. It was he who got Mr. Root interested in the 
subject matter of the work of this committee. It was he, also, who by dint of his 


earnestness, his diligence, and his warm personality helped the institute to make 
its contribution in bringing together judges, law teachers, and practicing lawyers 
into a working unit. 

Now to get back to our committee. Its report was submitted following several 
months spent in discussion and thought. Part of the uncertainty of the law, it 
found, was due to the lack of agreement among the very members of the profes- 
sion on what the fundamental principles of the common law were. Other causes 
included “conflicting and badly drawn statutory provisions,” “lack of precision 
in the use of legal terms,” “the ignorance of judges and lawyers,” and “the nuin- 
ber and nature of novel legal cases.” 

As a step toward remedying these conditions, the committee proposed the 
formation of a lawyers’ organization to improve the law and its administration. 
It believed that such an organization had to be established in response to the 
growing feeling that lawyers had a distinct public function to perform toward 
this end. Such an organization should concern itself with the form in which 
public law should be expressed, the details of private law, procedure or admin- 
istration of law, and judicial organization It should neither promote nor 
obstruct political, social, or economic changes. It should pursue that patient, 
legal, scientific, and scholastic work which had to precede all real improvements 
of substantive and procedural law. 

The American Law Institute was organized as a result of the committee’s 
recommendations and efforts at a meeting in Washington, D. C., in the year 1923. 
Present were several hundred leaders of the bench, bar, and law schools of the 
country. A charter was adopted and stated the purpose of the institute to be 
“to promote the clarification and simplification of the law and its better adapta- 
tion to social needs, to secure the better administration of justice and to encour- 
age and carry on scholarly and scientific legal work.” This is the story of what 
the American Law Institute has done since its formation and what it is doing 
now. 


THE RESTATEMENT OF THE LAW-—-AN ANSWER TO UNCERTAINTY OF THE LAW 


Among its recommendations, the committee included a suggestion for an initial 
project for the institute. Since uncertainty of the law upon the part of lawyers 
and judges was one important defect, why not do something that would help 
overcome that trouble? In the United States, each of the 48 States has its own 
system of courts making law every day. In addition, there are the Federal 
courts. Decisions of these courts are the precedents for future cases and, together 
with the statutory law, make up the framework of the law. A lawyer working on 
a case must not only find, read, and digest the cases, past and present, of all the 
courts in his State, but where the proposition he wants to urge is without firm 
precedent there, he must research the law of all other States and the Federal 
courts. Even after all this work, he may not find a clear-cut authority. Text- 
books and cyclopedias might be of help but their quality is always a question and 
witb rare exception they lack the status as authority of a court opinion. 

The committee accordingly suggested that the first undertaking of the new 
organization should be to produce a restatement of certain phases of the law 
which would tell judges and lawyers what the law was. Such a work would 
dispel uncertainty in the fields of law it dealt with if it had “an authority 
greater than that now accorded to any legal treatise, an authority more nearly 
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on a par with that accorded the decisions of the courts.” A judge, a lawyer, a 
law teacher could then go to one source, find what the law in point was, and 
with confidence state it to be so. 

It would have been surprising, had a poll of the members of the bar been 
taken at the time, to find that any appreciable number thought that such an 
ambitions program could be achieved. How could the thousands upon thousands 
of decisions of courts be reduced to a systematic, concise statement of law? 
Even if this could be accomplished, why should such a work be any more au- 
thoritative than any other legal text or encyclopedia? 

A thousand members could not as a group produce this kind of work. Accord- 
ingly, the plan worked out for the preparation of the restatement involved four 
steps. One person, an expert in the field of law to be considered, would be desig- 
nated as a reporter for each subject to be undertaken. He, with the help of 
assistants, would do the basic research, and would prepare the initial draft 
material. This would be submitted to a group of 10 or more advisers, persons 
with special knowledge of the subject, for suggestions and changes. The revised 
product would then be submitted for further analysis and consideration to the 
council of the institute, consisting of some 30 or 40 prominent judges and prac- 
ticing lawyers. At the advisers’ stage and the council stage, either body could 
refer the draft back for further consideration. 

When finally approved by the council, the draft would be submitted to an 

ll the members of the institute for debate and discussion. 
The fall membership, a cross section of the country’s eminent lawyers, judges, 
and teachers, could order amendments to be made in a proposed text and refer it 
back for further consideration by the reporter, advisers, and the council. This 
would require the draft to go through all the stages once more. Ultimately, the 
council would recommend to the full membership the final draft which upon 
acceptance by the full membership would constitute the official product of the 
institute. A final restatement of a subject would thus be the product of highly 
onipetent group scholarship subjected to a searching criticism of equally learned 
and experienced members of the bench and bar. 

It was apparent at the very start that such a plan of work would be time 
consuming and would require the services of leading professional experts. Since 
the reporter had to do the initial work, the time required of him would be con- 
siderable and compensation would be required for him and his assistants. Ad- 
visers and council members, coming from all parts of the country to meetings, 
while giving freely of their valuable time, had to be reimbursed for traveling 


annual meeting of a 
] 


and out-of-pocket expenses. While the members attended annual meetings at 
their own expense, holding a meeting of 500 or 600 lawyers would also be costly. 
I'rinting and distribution costs would also be considerable. All this indicated 
that a substantial amount of money, far in excess of the sum received from dues 
of members, would be necessary to finance a restatement of the law. Such aid 
could not be expected from any governmental agency nor from individuals. 

\ prospectus of the program requesting funds for work over a 10-year period 
at the rnte of $100,000 a year was submitted to the Carnegie Corp. One million 
seventy-five thousand dollars was applied for. The Carnegie Corp. generously 
granted this request. Subsequently, experience demonstrated that considerably 
niore money would be necessary. The Carnegie Corp. increased its initial grant 
for the work of restatement to a total of $2,419,196. 

With the money on hand for the work contemplated and a work plan prepared, 
the institute was ready to restate the law. Every subject of the law could not be 
undertaken, Some subjects were not worth the time and effort required. More- 
over, there were neither sufficient funds on hand nor time in the foreseeable 
future to do this. Certain of the more important, more perplexing subjects were 
selected for the undertaking planned. 

The institute worked at restating the law of the subjects selected from 192 
to 1944. Like the course of true love, the enterprise did not always run smooth. 
Theoretically, it might have been thought to do so. Lawyers here were not 
arguing the case of any client. Nor was the object to make a statement of ideal 
rules of law. It was, instead, to endeavor to state the law of today with due 
regard, of course, for current trends, But the project occasioned a great many 
disputes. The men engaged in it were strong men with pretty definite notions. 
At one time the differences between Prof. Joseph H. Beale, reporter for conflict 
of laws, and vice president Byrne produced such violent controversy that the 
whole material on conflict of laws was held for 2 years’ additional time and 
reexamined hy the institute’s executive committee. But the work went on. Over 
the span of 2 decades, 9 broad phases of the law were studied and restated: 
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Agency, concerned with the legal problems arising from the principal-agent, 
master-servant relationship, was begun in the fall of 1923 and was completed as 
two volumes in 1933. 

Conflict of laws, which deals with what law should determine the rights and 
liabilities of parties when the facts giving rise to a lawsuit occur in more than 
one State, was begun in 1923. Its restatement consists of one volume and was 
finished in 19384. 

The law dealing with contractual relations between parties was started in 
1923. The Restatement of the Law of Contracts consists of two volumes and was 
completed in 1932. 

Work on the subject of judgments lasted from 1940 to 1942 and resulted in a 
one-volume restatement. 

The subject of property rights covered a vast field. Work in this fleld began in 
1927 and was completed in 1944. The resnits are reflected in five volumes dealing 
with the subject of the Restatement of the Law of Property. 

Restitution dealing with situations in which one person is accountable to 
another because he would unjustly benefit or the other would unjustly suffer 
loss was undertaken in 1923 and completed in 1937. It is a one-volume work. 

The Restatement of the Law of Security covering certain cases where one 
person acquires an interest in the property of another as security for an obliga- 
tion due from the other required 5 years’ work beginning in 1936. The restate- 
ment of the law of this subject consists of one volume. 

Torts was another big subject. It dealt with the wrongful invasion by one 
person of the interest of another. It covers such subjects as intentional harms 
to persons and chattels, injuries as a result of negligence, absolute liablitv and 
interference with business relations. Work in this field was begun in 1923 and 
was completed in 1939. There are four volumes of the Restatement of the Law 
of Torts. 

The last subject covered involved trusts of property. This work, begun in 
1927, lasted 8 vears and the product consists of two volumes of the Restatement 
of the Law of Trusts. 

With the index materials and the institute’s special tools for the use of the 
restatement the 20-year period of work resulted in 22 volumes consisting of over 
16,000 pages. In addition, programs were undertaken in cooperation with State 
bar associations in each State to research the law of that State and find whether 
it agreed or disagreed with the propositions carried in a particular restatement. 
This State work was labeled annotations and such annotations have been pro- 
duced in many if not most of the States on most of the subjects of the restate- 
Inent. 

The institute started with the belief that out of the overwhelming mass of 
law cases and legal literature clearer statements of the rules of the common 
law in effect in a great majority of the States could be made and expressed. The 
result in terms of the actnal volumes produced justifies this belief, for the 
restatement of each subject expresses as nearly as possible the rules which 
courts will apply today. These rules govern not only situations which have 
already arisen in specific cases, but by analogy all rules which would apply in 
situations which may arise for the first time. The restatement on any subject 
is thus more than a picture of what has been decided by the courts: it is a 
picture of present-day law expressed by the foremost members of the profession. 
While such an evaluation may be pleasant and is gratifying to all those who have 
worked on the restatement and have sponsored it, this is not, however, the final 
test of whether the work was worth doing. That must be found in the use that 
has heen made of the restatement by the bench, bar, and law schools. 

A study was recently made of the effect of the restatement of torts in Penn- 
sylvania from 1939 to 1949. “To the extent that past cases are in conflict with 
the view of section 339 of the restatement of torts which we have adopted, they 
are no longer authority.” This quotation from a Pennsylvania Supreme Court 
opinion, the author finds representative of the effect of the restatement of torts 
in that court. Three out of four cases of first impression rely on the authority of 
the restatement. One section has been cited with approval in changing the 
common law. In only one instance in the years between 1938 and 1949 has the 
Supreme Court of Pennsylvania cited a section of the restatement, without fol- 
lowing it. The restatement, the author concludes, has become primary author- 
ity in Pensylvania. 

The results of this investigation are borne out by the experience of a lawyer 
who recently had occasion to spend an entire day in one of the Pennsylvania 
courts while waiting for his particular case to be argued. He reported that in 
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the many cases which were argued before the court, lawyer after lawyer 
relied in the main upon sections from the restatement of the law to support the 
contentions advanced. When a lawyer failed to indicate what the view of the 
restatement was on a particular question, he was asked for it by the judge. 
The lawyer concluded that for any advocate who appeared before this court it 
was as important to find support in the restatement as it was in the decisions 
of the highest courts of the State and he felt all the more confident of his case 
because the research on his brief had started with the restatement. 

A Federal court of appeals judge put the matter thus in a paper. recently 
written: 

“When we find ourselves citing with confidence a paragraph of the restate- 
ment in addition to, if not instead of, a dictum from an earlier opinion, I think 
we shall be making substantial progress toward solving the problem which in- 
duced this dissertation, for, with ever-decreasing necessity of case-hunting on 
every question presented to them, lawyers may find it more expedient to build 
their libraries around such splendid resources as the restatements, and to estab- 
lish group libraries for the casebooks.” 

Across the Atlantic there has been a translation of the Restatement of the 
Conflict of Laws into French. From England there appeared an interesting side- 
light on the restatement in an address given by the Right Honorable Lord Justice 
Denning to English law teachers. The Lord Justice was talking to the law 
teachers about recognition in America of the value of the work of the univer- 
sities. He pointed out that it was not unusual in America for law professors 
to be appointed judges. Then he said that the greatest work done by the 
universities is the restatement. The Lord Justice spoke of a case in which he 
was counsel before he went on the bench. The case was lost in the trial court 
and the court of appeals affirmed. Counsel was sure, backed by the Restate- 
ment of Restitution, that he was right and he took the case to the House of Lords 
for nothing, the client being unable to venture the cost of an appeal. The 
appeal was won. The Lord Chancelor cited the restatement. And best of all, 
the client was so pleased that it paid counsel an honorarium from its own pocket. 

But these are for the most part opinions of individuals. The story of what 
has been accomplished by the restatement of the law can best be told by sta- 
tistics. It will be recalled that the founders of the institute contemplated a 
restatement which would become almost as authoritative as court cases and 
decisions. Court opinions are authoritative in the sense that they are cited to 
buttress the conclusion of the court in the case before it. Thus the hope that 
the restatement be authoritative in this sense meant that courts would resort 
to it with increasing frequency in deciding cases before them. This hope proved 
to be well founded. The first restatement appeared in 1932 and the last one in 
1944. From 1932 to 1950, a period of less than 20 years, the restatement of the 
law has been cited by appellate courts 17,951 times. This total does not include 
the number of times it has been cited by many of the lower courts whose deci- 
sions are not reported. The restatement has been cited by the courts of each 
of the 48 States of the Nation and by the Federal courts including the Supreme 
Court of the United States. It has been cited in Federal courts a total of 3,673 
times; by Pennsylvania courts almost 2,000 times; by New York and California 
courts about 1.500 instances each. The restatement has become authoritative, 
to a far greater extent, than those who organized the institute had ever antic- 
ipated and by that very fact is evidence that it has served the purpose of 
dispelling some of the uncertainty of the law which led to the formation of the 
institute. 


CONTINUING LEGAL EDUCATION-—-AN ANSWER TO THE NEED FOR A BETTER LEGALLY 
INFORMED BAR 


In 1923 the founders of the institute recognized the urgent necessity for 
continued learning by lawyers, even though they were already members of the 
bar and had received their formal legal training to become such members. This 
need, it will be recalled, was one of the reasons for the establishment of the 
American Law Institute. 

During World War II, many lawyers were called from their practice into the 
service of the United States Armed Forces and were away. for a long time from 
day-to-day contact with the law. At the end of the war, the bars of many 
States became aware of the importance of bringing these lawyers up to date with 
the developments that had taken place in the law during their absence. An 
organization in New York City known as the Practicing Law Institute became 
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a leader in this task. It produced literature and organized courses, including 
correspondence courses, which told lawyers about changes in the law during 
the war years. Using its material in many instances and, at times, specially 
prepared material, bar association groups throughout many parts of the country 
organized refresher law courses for returning war veterans. 

The American Bar Association, which had been sponsoring the development 
of veteran refresher programs, concluded as these were coming to an end, that 
an overall program of continuing legal education should be maintained. An 
organized program should be made available to lawyers for learning about 
changes and new developments in the law and for refreshing from time to time 
their learning in the old fields of the law. An American Rar Association com- 
mittee considered the best method for establishing a nationwide continuing 
legal education program in a series of meetings held in 1946 and 1947. It 
recognized that although any such program would have to get its lifeblood from 
State and local bar associations, a national agency had to serve as its core. 
The committee in its report recommended that the American Law Institute be 
the agency to undertake the respoisibility. 

The institute readily assumed the work, for it deemed it to be in accordance 
with one of the purposes for which it had been organized. A committee of 22 
members from the American Bar Association and the American Law Institute 
was established to determine general policy. A director was placed in charge of 
the program for the institute. Once again in the quest for funds, the Carnegie 
Corp. was approached. Recognizing the importance of the project, the Carnegie 
Corp. made a grant for a program of continuing legal education in the amount 
of $250,000. 

Continuing legal education as an institute project was formally inaugurated 
in 1948. Since then the institute has encouraged and assisted in the creation 
upon a national scale of permanent agencies, statewide and local, to conduct 
regularly planned educational projects for members of the bar. It has helped 
in the planning and holding of lecture courses and institutes at the local level 
throughout the country. It has participated directly in lecture courses and in- 
stitutes on selected legal subjects in 830 States. Such meetings have been attended 
by more than 9,000 lawyers. 

The other part of the program has been concerned with the preparation and 
publication of literature consisting of lecture outlines and complete texts useful 
not only for lecture courses and institutes, but having a permanent value in a 
lawyer’s library. Publications have already appeared covering Federal taxation 
problems, a subject of increasing concern to lawyers, the drafting of business 
instruments for the organization of various business enterprises, labor law, ac- 
counting for lawyers, and special business problems arising under Federal laws. 
These are the kinds of subjects which lawyers are being increasingly called 
unon to deal with and in which rapid developments and changes are taking 
place. While the lecture courses and group meetings are traditionally preferred 
educational methods, the printed texts have made possible self-education in 
many parts of the country where, for various reasons, more formal teaching 
methods cannot be employed. The sale of literature for such purposes has met 
with good results and is increasing as more and more lawyers become aware of 
the existence of the program, 

Continning legal education on a nationwide hasis is still at the infant stave— 
it is only 2 years old. In that time, however, a good deal has been accomplished. 
As of today, the committee on continuing legal education is in a position (1) to 
aid in the creation of permanent State organizations to sponsor continuing legal 
education programs, (2) to furnish appropriate literature for use by such or- 
ganizations and by individuals, and to prepare additional literature, and (3) to 
supply panels of experienced and competent lecturers. 

The number of programs that have been held and the avid response to the 
literature that has been produced have been a welcome response. Certainly 
the practicing lawyer is anxious to continue his legal education and a means 
has been found for making that possible. 


MODEL ACTS AND CODES—-AN ANSWER TO CONFLICTING AND BADLY DRAWN STATUTES 


No report on what the American Law Institute has accomplished would be 
complete without mention being made of the “model laws” which it has prepared. 
These are drafts of statutes which have the force of law when State legislatures 
adopt them. 

There are two aspects to the statutes that the institute has prepared. The 
first is a matter of form and concerns the language in which they have been 
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drawn. A badly written statute is a troublesome law to administer because 
it is difficult to tell from a reading of it what it says. One of the defects of 
American law, pointed vut by the committee which gave life to the institute, was 
the existence of many such statutes. In the statutory laws that the institute has 
prepared, it has, employing the sume work plan it used for the restatement, writ- 
ten laws which it believes read easily aud well and are understanduble. 

The language of a statute, however, is only a means for expressing goals sought 
by the statute and is not an end in itself. One of the purposes of the institute is 
to promote the better adaptation of the law to social need and to secure the 
better administration of justice. The statutes which the institute has drawn 
have, in conformance wiih this purpose, dealt with important social, econumic, and 
judicial administrative prublens: 


Criminal procedure 


Criminal procedure deals with the methods of enforcing criminal laws—the 
steps involved from the time a complaint is filed for the issuance of a warrant 
to arrest a person for the colmission of a crime, until the disposition of the 
case on appeal, should it reach that stage. Intermediary steps include bail, 
proceedings befure the grand jury, indictment, arraignment, trial, judgment, and 
sentence, 

A committee of the institute investigating criminal procedure in the United 
States in 1925 found a retuarkable degree of uniformity among the 48 States, 
But it also found remarkable how little change had occurred in methods of enfore- 
ing the criminal] law in the last huadred years. Many old technical rules aban- 
doned in land and Canada were still in force in a majority of the States. 

For exumple, it was required that an indictiment state the time at which an 
offense wus mimitted Yet the true time did not have to be stated. A defend- 
an informed by un indictment that he was charged with having committed rob 
bery on January 1, 1924, could be legally convicted although the proof at his 
trial showed that the robbery was committed on March 15, 1920. 

The defendant had to be inforiued of the nature of the accusation against him; 
therefore property alleged to have been stvlen by him had to be “properly de- 
scribed.” It was not sufficient to describe the property as “cattle,” because there 


were different kinds of cattle, but it was sufficieut to describe it as a horse, 
although there were many kinds of horses. If it were stated to be a “horse,” it 
was not necessary to describe the horse as bay or black; but if it were described 
as bay and the proof showed it to have been black, even though the proof of 
larceny was complete, the defendant could not be convicted on the indictinent; 
as he could not be if the indictment charged the larceny of a horse and the proof 
showed the animal! stolen by him to be a geldin S> also in some States the mid 
dle name or initial of the defendant did not have to be stated in the indictment, 
but if it were stuted and stated incorrectly the defendant could not be colvicted 
on the indictment. 

Such rules did not make for trials that achieved justice either for the State 
or the defendant Indictinents being technical and complex failed to inform 
the defendant of the crime with which he was charged unless the defeiidant 
happened to be a lawyer. On the other hand, because of a technical defect, a 
conviction could not be obtained although it was abundantly clear according 
to the evidence at hand that the person charged with the crime had committed 
it. In some States a given rule would result in the conviction of a defendant 
while under the same circumstances in another State but under a different rule 
of criminal procedure an acquittal would follow. 

Following the findings of its committee, and requests by the American Bar 
Association, the Association of American Law Schools, and the American Insti- 
tute of Criminal Law and Criminology, the institute in 1925 undertook the prepa- 
ration of a Code of Criminal Vrocedure. The same meticulous procedure used 
in preparing the restatement was followed in drafting the code. In 1930 the 
meeting adopted the final product which consisted of some 470 rules and included 
complete notes on each rule summarzing the law prevailing in each of the States 
at the time. 

Since 1930 one State, Arizona, adopted the code in its entirety. Florida, Iowa, 
North Dakota, and Utah have included a very substantial number of ecde sections 
in their laws of criminal procedure. Other States, too numerous to list. have 
taken over provisions from the code on a smaller scale. In addition, together 
with commentaries, the code has served as an important point of reference in 
the drafting of the Federal Rules of Criminal Procedure. 
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Youth Correction Authority Act 

Another field of criminal law where the institute has acted is concerned with 
the handling of youthful offenders. 

A 1940 study showed that young people, of 16 to 21, constituted a fifth of our 
criminals; they were responsible for 50 percent more of America’s crimes than 
their number in the population made reasonable. Included in the category of 
such youngsters were not only boys but also girls in large numbers. Crime among 
impressionable youths tended to become a habit. The first crime led to the 
second and the second to the third, and the mere threat or experience of punis 
ment did not stop youths from committing crimes. A youth who slipped once 
was on his way to becoming a repeater the moment he was arrested, for the 
classrooms for continued crime were the police stations and the detention cell 
and our prisons did not rehabilitate young offenders but made hardened criminals 
out of them. The attempt to subject youthful offenders to the penalties appli 
cable to criminals generally failed to achieve their rehabilitation. 

In approaching this problem the institute realized that while any law to help 
meet it had to be written by lawyers, representatives of other social sciences 
should participate in shaping its content. The committee selected thus repre 
sented all pertinent professions to look into the crime situation among youtlis, 
It included sociologists, a criminologist, and representatives of welfare organiza 
tions. The committee adopted certain general principles to guide its work rhe 
object of criminal justice should be the protection of society. The treatment of 
a convicted youth should take into account his characteristics and other im 
portant factors of his conduct and should not depend entirely ou the crime of 
which he is guilty. This treatment should be directed primarily to the corres 
tion of his antisocial tendencies, and he should be kept under control until it is 
reasonably certain that he is cured of these tendencies. 

The result of all this work was the Model Youth Correction Authority Act 
aimed at rehabilitation of youthful offenders. If creates a Youth Correction 
Authority whose members hold office for 9 years to insure continuity of policy 
The authority is responsible for the organization, administration, and policy) 
making of a statewide system that would integrate the handling of young 
offenders. The authority works through existing agencies but it employs its own 
psychiatrists, educators, and other specialists to determine the offender's back- 
ground and capacity for reform and in the light of such findings the scientific 
treatment of the offender. It follows him up from time to time to see whether 
he is responding to such treatment and decides when he should be released or 
allowed greater liberty or whether he should be maintained in strict custody 
The authority has control of the youth from the time of his conviction, but its 
influence would be felt earlier because it is authorized to approve places of pre 
liminary detention upon arrest. The trial judge retains his usual discretion in 
acquittals and fines, but he is required to sentence any convicted youth to the 
authority without determining the length of sentence. 

The authority has exclusive control over the convicted youth as to his de- 
tention, imprisonment, training, and treatment, and subject to constitutional 
limitations of the rights of individuals, such as court review at the age of 25, 
it has the power to keep any youth under supervision and control so long as in 
its judgment such control is necessary for the protection of the public. The 
authority may discharge a youth as soon as in its opinion there is a reasonable 
possibility that he could be given full liberty without danger to the public. 
Throughout its program the emphasis is on individual treatment. The act does 
not affect existing criminal law, and the authority while using the facilities of 
the State for law enforcement in no way has any control over their managenient 
or policies. 

The Model Youth Correction Authority Act was completed by the institute in 
1940. Since then California, Minnesota, Wisconsin, Massachusetts, aud Texas 
have adopted it and this summer the Congress of the United States enacted a 
version of the act into the Federal statutes. Jurisdictions which have adopted 
the act have modified it in part to meet local conditions. It has also been com 
bined with a preventive program part of which involves giving teachers and 
parents deeper insight into child needs and behavior and encouraging them to 
substitute positive approaches for the old negative authoritarian ideas and 
methods. 

The institute’s activity in this field also have been financed from private rather 
than public funds. Mr. John D. Rockefeller III, the Mary W. Harriman Trust, 
the Grant Foundation, the American Children’s Fund, Inc., and Independent Aid, 
Inc., have been among the contributors to this work. 
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Model code of evidence 


The motion picture, radio, and television have made popular the courtroom 
scene of a lawyer preventing a witness from answering a question by a dra- 
matically interposed objection. They have not made clear why such objections 
were successful. Sometimes the testimony of the witness is excluded because 
it falls into the category called “hearsay” evidence—the witness is testifying 
as to something which he did not observe first hand but which was reported to 
him by another. Since that other person is not in court and Cannot be Cross- 
examined as to truthfulness, the general rule is to exclude such testimony. 
Sometimes the witness’ testimony constitutes his opinion and for that reason is 
objectionable. The jury is supposed to form its own opinion based on facts, 
not opinions related by the witness. All in all there are a multitude of many 
other grounds for interposing an objection to the presentation of testimony or 
other evidence at a trial. These all constitute a part of the law of evidence 
which deals with the subject of proof in the trial of a case. It is a complex 
subject. The leading law text on the subject consists of nine thick volumes 
with thousands of citations of cases 

To unravel some of t'e mysteries of the law of evidence and in an attempt 
to simplify it and bring it away from the many complexities which had de- 
veloped over a period of centuries, the institute in 1939 with a grant of $40,000 
from the Carnegie Corp. undertook the preparation of the Model Code of Evi- 
dence. This work was completed in 1942. 

In terms of brevity and simplicity, the Model Code of Evidence accomplished 
much, for it states all the rules in a thin pamphlet. The code as a whole has 
not as yet been adopted by any one State. Many administrative bodies, such as 
labor relations boards, bave taken the code as the model for governing the in- 
troduction of evidence in proceedings before them. The code has also found 
increasing use as teaching material in law schools. It constitutes a real pioneer 
work and in time its effects will be felt in the law of evidence. 

Uniform commercial code 

A businessman writes a letter ordering additional stock for his shelves. A 
factory in Minnesota ships some cartons of merchandise to a dealer in Phila- 
delphia. A housewife buys some groceries and pays the grocer with a check. 
A cleanin: establishment purchases expensive machinery on credit. There are 
some of the kinds of commercial and business transactions the legal effect of 
which will be governed by the institute’s Uniform Commercial Code when it is 
adopted by State legislatures. 

The field of bus ness law is of vital concern not only to merchants but to 
everyone who writes a check and to every person who makes a purchase of 
equipment of consumable goods, be he a businessman or a consumer. It was 
recognized at the turn of the century that the laws that govern such transactions 
should not differ from State to State, and a movement was begun then for the 
preparation and enactment of uniform business laws. Since 1898 a number 
of such laws have been prepared by the National Conference of Commissioners 
on Uniform State Laws and have been adopted in many States. They deal with 
such matters as checks, promissory notes, the sale of goods and documents of 
title. However, many changes affecting the business world have taken place 
since 1900. Developments in the fields of transportation and Communication 
alone have outste ped commercial laws in those fields. Such developments 
made possible types of business tranactions which were not even contemplated 
at the time existing uniform laws were written. 

In 1945 the American Law Institute and the National Conference of Com- 
missioners on Uniform State Laws undertook, as a joint project, the prepara- 
tion of a model up-to-date code of business laws. They have tried to write a 
set of laws to govern common business transactions in such langaueg that it 
could be readily understood not only by trained lawyers but by those whose 
daily commercial transactions it would govern Initially, some 100 corpora- 
tions and businesses contributed over $100,000 to this work. Subsequently 
the Maurice and Laura Falk Foundation of Pittsburgh granted $250,000 for 
the further prosecution of the project 

The year 1951 will, in all probability, see the completion of the code. It 
will be known as the Uniform Commercial Code and will deal with sales, 
commercial papers, bank accounts, and collections, letters of cerdit, foreign 
banking, documents of title, investment securities, secured commercial trans- 
actions and bulk sales In preparing this code the institute has consulted 
bankers, railroad shippers, foreign traders, credit houses, farm groups, and 
many other business interests to be affected by it. At the present time such 
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groups and representatives of bar associations throughout the country are 
studying the code and making their suggestions for improvements to those 
of the institute who are working upon it It is hoped that upon its colb- 
pletion the code will be introduced into State legislatures for prompt adop- 
tion. If the States adopt the code, complete uniformity in the law gov- 
erning commercial transactions will be achieved, a factor of tremendous impor- 
tance to the many enterprises in the United States doing business across State 
lines. And that law will be a modern up-to-date law reflecting current business 
practices. 

Federal income tag statute 

The introduction in the Congress of a bill to deal with Federal income taxes 
is invariably the signal for the start of heated debate in and outside the Congress. 
This is understandable, for usually such proposed legislation is bound to affect 
the amount of money that will have to be paid as taxes. Those whose taxes 
are reduced are pleased. The chorus of objections arises when a proposed bill 
raises or increases tax rates as such. It also comes about when, although there 
is no direct change in tax rates, the legislation embodies major policy changes 
such as the split income provisions of the 1948 Revenue Act which gives to a 
husbaud and wife tax advantages which had previously prevailed in community- 
property States. 

When the institute, some years ago, investigated the possibility of its doing 
some work in the income-tax field, it realized that any such work could not deal 
with tax rates or major policy changes which would directly affect the amount 
of revenue to be collected. But upon investigation it found that even apart from 
such matters there still remained a wide area where the income-tax laws could 
be improved. 

For example, basic to the income-tax law is a question of what is “gross 
income.” To be sure, the economists have definitions. One states that ‘Personal 
income may be defined as the algebraic sum of (1) the market value of rights 
exercised in consumption and (2) the change in the value of the store of property 
rights between the beginning and end of the period in question.” Apart from 
the fact that this particular economist’s definition does not agree with those 
advanced by others, it is too broad, inconclusive, and difficult of application. 
The present income-tax law, on the other hand, defines gross income primarily 
in terms of “gain or profits and income.” This has caused a great deal of troubie. 
Does it cover the situation where a creditor forgives an indebtedness owed to him 
as a result of a commercial transaction so that the debtor has to pay a tax on the 
amount of the debt since it is a form of gain to him? Suppose a doctor writes a 
prize-winning essay in a competition sponsored by a medical association; is the 
prize which he receives to be treated as income and therefore taxable? Or 
what happens when a community as an inducement to having a factory locate 
there gives the factory money or a valuable piece of land? Problems such as 
these are not covered by the definition and are not specifically covered by any 
particular provisions, 

This discussion of what gross income means is but one aspect of the present 
income-tax law that needs clarification. There are many other such provisions 
and problems which create difficulties for the taxpayer, the courts, and that part 
of the Government which is responsible for the administration of the income- 
tax law. In 1948, the institute made an application to the Maurice and Laura 
Falk Foundation for a grant to undertake a study of the income-tax laws and 
the writing of an income-tax statute. The Falk Foundation made an initial 
grant of $225,000 and an additional grant of $75,000 and the institute is now well 
advanced in this work. 

The main object of the institute’s income-tax project is an improvement of 
the technical provisions of the present income-tax statute. No attempt is being 
made to write a complete income-tax code. To do so would be to enter the arena 
of political argument on rates, exemptions, and other questions affecting the 
amount of taxes paid. These are not the kind of problems the institute was 
meant to solve. 

What the institute is seeking to do is to improve many technical provisions 
which breed litigation, are difficult to administer or apply, are too complex, 
represent an obsolete approach, or inadequately or incompletely treat a subject 
The institute will also seek to fill in gaps in the present law, and harmonize dif- 
ferent provisions of the statute which treat various aspects of a single problem. 
Such work involves careful analysis of the existing statutes and the many deci- 
sions which have been handed down by courts on the subject of income taxation 
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It must also consider Treasury Department practices which have become for- 
mally established. As in all its statutory drafting work a general overall objec- 

ve is the simplifying of language, and anyone who has had occasion to read 
provisions of the income-tax law or even fill out a tax-return form, knows that 
the stututes are in great need of this. 

This project affurds an excellent illustration of the topflight help which the 
nstitute is in a position to obtain for the projects which it undertakes. The 
chief reporter and his associate chief reporter are law-school professors and 
are experts in the tax field because of their teaching experience and their expe- 
rience in private practice and Government work. The work they and their 
its perform is subject to the most careful consideration, review, and 
approval of a small, select group of tax lawyers. But the matter does not stop 
there. Before any drafts are submitted to the council or the membership of 
the institute, a larger group of about 40 tax experts from all parts of the country 
screens them and discusses them with the reporters and their advisers. 

The income-tax project is still being worked upon, and it is not possible to 
say now that the finished product will be entirely incorporated in the Federal 
tax statutes. However, it is testimony to the quality of the work and to its 
iltimate reception to reveal now that in the process of enacting the Revenue Act 
of 1950, the Congress was aware of the work that is being done by the institute, 
and in 1 or 2 instances found parts of that work relevant and of sufficient high 
aliber to incorporate in the statute which it passed. 

The American Law Institute today has more than a thousand elected members. 
Its president is a prominent New York lawyer—Harrison Tweed. William A. 
Schnader, former attorney general of Pennsylvania, and John G. Buchanan, of 
Pittsburgh, are its vice presidents. Its treasurer is William Dean Embree of 
New York City Former United States Senator George Wharton Pepper is the 
hairman of the council. Represented on the council from the law schools are 
Mletcher RK. Andrews, of Western Reserve University; Edwin D. Dickinson, of 
University of Pennsylvania; Albert J. Harno, of University of Illinois; Frederick 
ID. G. Ribble, of University of Virginia; Austin W. Scott, of Harvard University ; 
and Harry Shuiman, of Yale Law School. On the council are judges from many 

vuurts: Hon Augustus N, Hand, Hon. Learned Hand, Hon. Joseph C. Hutcheson, 
Ir., Hon. John J. Parker, Hon. Orie L. Phillips, and Hon. Thomas W. Swan of 
he United States courts of appeals; Hon. James A. Fee and Hon. Charles E. 
Wvyzanski, Jr., of the United States district courts; Hon. Laurance M. Hyde, of 
the Supreme Court of Missouri and Hon. Henry T. Lummus, of the Supreme 
Court of Massachusetts 

Making up the rest of the council are prominent practicing lawyers from all 
over the United States: Dillon Anderson of Texas, Francis M. Bird of Georgia, 
Hlioward F. Burns of Ohio, Herbert W. Clark of California, R. Ammi Cutter of 
Massachusetts, Norris Darrell of New York, Charles E. Dunbar, Jr., of Louisiana, 
Karl G. Harrison of Pennsylvania, William V. Hodges of New York, Joseph F. 
Johnson of Alabama, Monte M. Lemann of Louisiana, William L. Marbury of 
Maryland, Robert N. Miller of the District of Columbia, Timothy N. Pfeiffer of 
New York, Henry Upson Sims of Alabama, Eugene B. Strassburger of Pennsyl- 
vania, Thomas Day Thacher of New York, Floyd E. Thompson of Illinois, Robert 
B. Tunstall of Virginia, and Cornelius W. Wickersham of New York. 

The general work of the Institute is under the direction of its director, Judge 
Herbert F. Goodrich, of the United States Court of Appeals for the Third Circuit. 
John E. Mulder, a former law-school professor and practicing lawyer, is in charge 
f its program on continuing legal education. John R. Ellingston has been re- 
sponsible for the handling of the youth correction authority program. Were it 
ossible to list all the members of the institute, the names of many other prom- 
inent lawyers, judges, and teachers would appear. 

For the privilege of helping to improve the law, institute members and officers 
are required to pay their dues annually, incur the expenses of traveling to and 
ttending institute meetings, and spend considerable hours doing their homework 
for such meetings. Their purpose must be an entirely unselfish one: for, so far 
as anyone has ever been able to discover, membership in the institute is not a 

eans for obtaining wealthy clients nor do its meetings offer the customary in- 
ducements for fun and riotous living that are part and parcel of most conven- 

ons. In the final analysis, the institute is an organization where the members 
particijate in the fulfillment of a sense of public obligation and duty to help in 
the realization of the sole purpose and reason for the institute’s existence—to 
improve the law under which men live. 


ASSIStal 
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Judge Goopricu. Bi got into this work on tax in 1946 through 
a conversation Mr. Norris Darrell, of New York, had with Mr. Colin 
Stam, chief of staff of the Joint Committee on Internal Revenue 
Taxation. That informal conversation led to the suggestio n that per- 
haps a body such as this which was interested primarily in research 
could do a useful piece of work in this field. Before we got into this 
we consulted a number of people here in Washington, members of 
the Joint Committee on Internal Revenue Taxation, and I find a 
quotation from you, Mr. Chairman, that it was one of the most con- 
structive things that could be done. Anda statement from Mr. Stam 
that he was delighted to have this committee on taxation. Anda 
statement from Senator Millikin that he welcomed the suggestion with 
a great deal of pleasure. And Senator George said that it was a very 
fine thing to do. 

And with that encouragement we submitted a request to the 
Maurice and Laura Falk Foundation of Pittsburgh for a subvention, 
which was granted. This was back in 1948. 

Our first difficulty in oes the job was the question of 
whether we would not really be invading the field of poli ‘y, which 
we thought should be reserved for the Congress and not for a volun 
tary body. The decision was made that we were going to stay away 
from policy-legislation questions insofar as we could. Whether the 
income of a corporation is to be taxed or the payroll taxed is not our 
business. ‘Those are rather distinct things whic ‘h we stay away from. 
The question of whether there should be a capital-gains tax, as dis 
tinguished from some other kind of tax, is something that we stay 
away from, and we have endeavored to make our work on the tech 
nical level, and perhaps I may take a few minutes to describe how we 
go about it. We have employed two persons who do the bulk of the 
work: One, a former counsel, tax counsel for the Treasury, and the 
other. a isekine law-school dean. 

We have gotten together a rather interesting group of tax lawyers 
to act as a policy committee, men like Paul Rodewald, of Pennsy] 
vania: Robert Miller. of Washington, D. C.: John Paul Jackson. of 
Texas; Norris Darrell, of New York; Harry Rudick, of New York; 
Erwin Griswold, of Massachusetts; and Randolph Paul, of New York. 
Their meetings have been frequent and hard. 

We have had the good luck to get special consultants who have 
been very helpful. These consultants are Messrs. Thomas N. Tar 
Jeau, present chairman of the American bar section on taxation; 
Edwin S. Cohen, who is to appear later today: Mr. H. Brian Holland, 
now Assistant Attorney General in charge of taxation: Mr. Maurice 
Austin, accountant and lawyer; Mr. John Paul Jackson: and Mr. 
Mark H. Johnson. They have all been exc eedingly helpful in giving 
us technical advice in this particular field of taxation. 

Then we have gotten together an advisory committee of some 50 
or 60 lawyers who meet every year in sessions of 2 or 3 days, and 
we submit to them the reports of the policy committee, which they 
have worked out; and the work with that committee has been a great 
pleasure and a great surprise. I think it is perfectly remarkable the 
general objective which we get in going over these things. People 
feel, of course, that there needs to be some revision and reductions, 
perhaps, in taxes, but at the same time they recognize that the Gov- 
ernment has got to have some money if it 1s going to operate. And 
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I think we have been remarkably successful in talking these things 
out enough so that the majority of the problems have been kept in 
mind. 

In addition to this machinery—and I hope I am not talking too 
long on the machinery angle—but we do talk to informed judges, and 
tax lawyers, not only about tax problems, but about a great many 
other things. 

We feel that this thing is not being talked over too hurriedly. We 
recognize we are not doing a perfect job, but we think we are doing a 
helpful job. 

And we want it understood, Mr. Chairman, that we are not down 
here advocating this or any other publication. We are not a propa- 
ganda organization; we are a research organization, and if the work 
we are doing is helpful to you in helping you carry on your legisla- 
tive responsibilities, then we would be only delighted to have it made 
available to you. 

We have been working on this for some 5 years, and we will move 
ahead with another phase of taxation, on which we will want more 
jo notably that of estate and gift taxes. Whether we will find we 

‘an give any help as it applies to ‘that field, we do not at the present 
seas know. The material runs into a rather large volume. We have 
tried to explain both through the commentators on the tax and through 
the lawmakers what the problems were and how we are met with them 
and why, and it makes a great deal of material, both in magazines, 
and in comments. But it constitutes the best text on the problems in 
this field of anything that I know of. 

And if the committee cares subsequently to have it as a part of its 
records, of course we will be delighted to submit it to you if you 
want it. 

May I say, Mr. Chairman, in closing, that we are not urging any 
particular piece of legislation, but we submit this for whatever help 
it may give to you people who are charged with this very heavy 
responsibility. 

The Cramman. We want to thank you, Mr. Goodrich, and through 
you the American Law Institute. You have undertaken what I con- 

sider a monumental and a very important piece of work for the whole 
country, and you are making a very helpful contribution. After all, 
we have to depend upon the tr ained minds of the people who are in 
the field of taxation to help us do this job. We cannot do it alone, and 
inasmuch as there has been no recodification since 1865, I think we 
will all agree with you that after some 5 years’ work this is one of the 
largest and most comprehensive legislative jobs that we can under- 
take. And again we wish to thank you. 

Judge Goopricu. Thank you very much, Mr. Chairman. 


TOPIC 36—RETIREMENT FUNDS FOR SELF-EMPLOYED AND OTHERS 
NOT COVERED BY EXISTING PENSION PLANS 


The Cnatrman. Our first witness on topic 36, retirement funds 
for self-employed and others not covered by existing pension plans, 
will be our very distinguished colleague, Hon. Eugene Keogh, of New 
York. We are very happy to have you with us, Mr. Keogh. 
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STATEMENT OF HON. EUGENE J. KEOGH, A REPRESENTATIVE IN 
CONGRESS FROM THE STATE OF NEW YORK 


Mr. Krocu. Mr. Chairman and members of the committee, I am 
sure I need not tell you how pleased I am to be here, and I would like 
just a moment to state to you my appreciation of the great service 
which this committee is rendering after the adjournment of the Con- 
gress in completing the agenda of these most important items. 

Mr. Chairman, I have no prepared statement, and in view of that 
fact I shall try to be as brief as those who have no prepared statements 
usually say they are going to be, because in the room there are so many 
others who will discuss the provisions of the subject matter covered 
by this topic. 

That subject matter is incorporated in 4 pending bills, 4 identical 
bills: 1 introduced by Representative Jenkins, of Ohio; 1 by Repre- 
sentative Camp, of Georgia; a third by Representative E)liott, of 
Alabama; and the fourth by me. 

Those bills are in every respect identical to the bills that were pend- 
ing before the 82d Congress, which bills were introduced by our very 
good and distinguished friend, the chairman of this committee, and 
myself. 

They simply seek to set up a system whereby the self-employed and 
professional groups in this country, who up to now have been com- 
pletely overlooked in the scheme of things, in providing a pension 
system, a system which might provide a voluntary retirement system 
or annuity for them. 

I have several points that I wish to call to the committee’s attention, 
Mr. Chairman, and there will be others who will follow me who will 
explain the provisions of the pending bills, but I should like to make 
the several points. 

First is in the nature of a political point. This was urged by 
the Representative from Massachusetts, Mr. John McCormack, in his 

capacity as chairman of the platform committee at the Democratic 

National Convention in 1952, and then there was a second statement 
by the then candidate for President in 1952, and this is an excerpt 
from his state of the union message of February 2, 1953, and in the 
exchange of correspondence which is contained in a statement which 
was pre eviously inserted in the Congressional Record, but which I re- 
spectfully ask permission to incorporate in the hearings as a part of 
these remarks. 

The CuarrMan. Without objection, the statement will be made a 
part of the record. 

(The statement referred to follows:) 


RESTRICTED RETIREMENT FUNDS FOR PROFESSIONAL AND SELF-EMPLOYED Groups 


(Extension of remarks of Hon. Eugene J. Keogh of New York, in the House of 
Representatives, Wednesday, February 25, 1953) 


Mr. KeoeH. Mr. Speaker, the effgrts to fill an important gap in our pension 
system have been renewed in this Congress with the introduction of H. R. 1), 
by Representative Jenkins, Republican, of Ohio; H. R. 2692, by Representative 
Camp, Democrat, of Georgia; and H. R. 11, by me. These bills are similar to 
the one introduced by Chairman Reed, Republican, of New York, in the S2d 
Congress—H. R. 8391. 
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The purpose of the bills is to provide means whereby those engaged in the 
professions and those who are self-employers may obtain tax deferment by mak- 
ing limited contributions to a restricted retirement fund set up in accordance 
with the provisions of the bill. Ten million people are affected by this legisla- 
tion who are otherwise unable to provide for retirement benefits. The principle 
of this legislation was endorsed by President Eisenhower in a press release un- 
der date of October 24, 1952. At the same time, I undertook to communicate 
with Representative John W. McCormack, Democrat, of Massachusetts, in his 
capacity as chairman of the platform committee of the Democratic Nationul 
Convention of 1952, in which it is indicated that the Democratic platform was 
felt to have included the proposal embodied in the foregoing bills. 

In order that the record may be complete, I have obtained the consent of Rep- 
resentative McCormack to inserting my letter to him and his to me. Those let- 
ters are as follows: 


CONGRESS OF THE UNITED STATES, 
HOUSE OF REPRESENTATIVES, 
Washington, D. C., August 4, 1952. 
Re voluntary pension plans. 
Hon. Joon W. McoCorMAcK, 
Federal Post Office Building, Boston, Mass. 


Dear JOHN: You will undoubtedly recall that I took the liberty of submitting 
to the platform committee the following proposed plank: 

“We urge the enactment of legislation to provide voluntary pension systems 
for the self-employed and professional people.” 

This specific language was not included in the platform, but the platform 
did provide, on page 22 of the mimeographed draft, under the plank “Social se- 
curity,” the subplank headed “Private Plans”: 

“We favor and encourage the private endeavors of social agencies, mutual 
associations, insurance companies, industry-labor groups, and cooperative so- 
cieties to provide against the basic hazards of life through mutually agreed upon 
benefit plans designed to complement our present social-security program.” 

The question has arisen in the minds of those who have sponsored my pro- 
posed plank as to whether your committee in agreeing on the language included 
in the subplank had in mind such plans as were contemplated by the above pro- 
posal, It is my understanding that at the time this proposal was made to the 
drafting committee it was felt by the committee that the inclusion of the specific 
language was unnecessary because the subplank headed “Private Plans” was 
general in scope and included just such proposals. 

I am meeting tomorrow with the accredited representatives of the groups in- 
terested in the legislation proposed, and I enclose a partial list of those who 
have been actively interested in advancing this legislation. It is my hope that 
in your capacity as chairman of the platform committee you might affirm my 
understanding that the inserted plank was deemed broad enough to include the 
voluntary restricted pension plan contemplated by my proposal. 

With kind regards, I am 

Sincerely yours, 
EUGENE J. Kroon, 
Ninth District, New York. 





CONGRESS OF THE UNITED STATES, 
HOUSE OF REPRESENTATIVES, 
Washington, D. C., August 5, 1952. 
Hon. EvGENE J. KEocH, 
New York, N. Y. 

DeaR GENE: It was nice of you to write to me under date of August 4 and I 
hasten to extend to you my warm felicitations, knowing of your deep interest 
in the subject matter about which you have written, and knowing also of your 
great work on the Committee on Ways and Means, to which committee I look 
with considerable pleasure as a result of my many years of service on it. 

The platform committee considered earnestly and fully your proposal and was 
of the opinion that it would be included in the platform, and in drafting the 
plank, which you have included in your letter, it was felt that this included your 
specific proposal. This, especially, in view of the fact that your plan would, in 
the main, be sponsored by industry-labor groups and cooperative societies. In 
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order to clear up any possible misunderstanding I assure you that your proposal 
was intended and does come within the purview of the adopted plank. You are 
authorized to make any use of this letter that you deem appropriate to apprise 
the interested parties. 
With kind personal regards, I am as always, 
Sincerely, your friend, 
JoHN W. McCoRMACK, 
T we ifth District of Massachusetts 





PRESS RELEASE OF CANDIDATE EISENHOWER ON DECEMBER 24, 1952 


New York, N. Y., October 29, 1952 
Dr. FRANK DICKINSON, 
585 North Dearborn, Chicago 10: 

Statement made by Dwight D. Eisenhower Friday, October 4th, quoted as 
follows: “The Government is rightly concerned with assisting its citizens to 
provide savings for their old age. The Social Security Act of 1935 embodied the 
doctrine that society through government should provide minimum benetits 
for the aged. We all favor this. 

“In 1942 the Government made an important supplement to the Social S 
curity Act by legislation which offered tax advantages to corporations and their 
employees in the establishment of pension funds (Sec. 165, Internal Revenue 
Code). I am thoroughly in accord with the principle of this legislation. Over 
16,000 pension plans have been filed under this law providing more adequate 
security for the employees of corporations covered thereby. When this legis! 
tion was being considered, self-employed individuals were evidently forgotten, 
yet they get old and sick just as other people do. There are over 10 million 
workers who cannot take advantage of these tax release provisions now offered 
to corporations and their employees. They include owners of small businesses, 
doctors, lawyers, architects, accountants, farmers, artists, singers, writers, in 
dependent people of every kind and description but who are not regularly 
employed by a corporation. I think something ought to be done to help these 
people help themselves by allowing a reasonable tax reduction for money put 
aside by them for their own savings. This would encourage and assist them to 
provide their own funds for their old age and retirement. If I am elected I will 
favor legislation along these lines. 


“ +3 


(Signed) Dwieut D. E1sennower.” 
RALPH H. Cakt 





EXCERPTS FROM PRESIDENT EISENHOWER’S STATE OF THE UNION MESSAGE 
FEBRUARY 2, 1953 


The provisions of the old-age and survivors insurance law should prompt!y 
be extended to cover millions of citizens who have been left out of the social- 
security system. 

No less important is the encouragement of privately sponsored pension plans. 

We must develop a system of taxation which will impose the least possible 
obstacle to the dynamic growth of the country. 

This includes particularly real opportunity for the growth of small busi- 
nesses, 

Many readjustments in existing taxes will be necessary to serve these objec- 
tives and also to remove existing inequities. Clarification and simplification 
in the tax laws as well as the regulations will be undertaken. 

Mr. Krocu. The statement by the President of his opinion, and the 
opinion of the sponsors of this legislation, indicate a very definite and 
favorable attitude taken by, first, the Democratic platform, and sec- 
ond, by the President of the United States on this question. 

I make the point simply to eliminate any political aspect of the 
subject matter which your committee is good enough now to be con- 
sidering. 
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The second point I would like to make is that much has been said, 
and probably much more will be said about the existing social-security 
benefits to the group who would be benefited by the pending bills. To 
that point I say I am relatively indifferent. I am not concerned with 
whether these groups are included in the extended social-security 
coverage, because I tried as forcefully and as emphatically as I could 
to point out that it is still not enough for the groups who will be 
affecte : by these restricted retirement systems. 

The Cuarrman,. I was going to ask you about that, Mr. Keogh, 
that a with reference to the people who would come under the social- 
security bill you have mentioned. I have felt, personally, as you 
know, that social-seci rity would not pl ovide the retirement for the se 
people 

Mr. Kroon. I am inclined to agree with the position you take, Mr. 
Chairman, but I say to you, that those who would advocate the exten- 
sion of social security coverage should do it with the consciousness 
of the inherent limitations that are in the present Social Security Act 
and probably some of the sections that will in the foreseeable future 
be placed before these particular groups. I may point out the limi- 
tation to the worker who under existing law, if he earns $75 a month 
is excluded from the benefits of the act. 

The Cuarrman. Mr. Keogh, you will recall I worked very hard on 
the floor to try to raise that to $100. 

Mr. Kroen. Yes, I recall that. 

The Cuatrman. And I would be glad to eliminate it entirely. 

Mr. Kreocu. Even if it were $100 or even if it were $150, it probably 
would result in the exclusion from the social-security benefits of these 
professional and self-employed groups for whom we here speak. 

The second point that I would like to make to the committee is that 
this bill, some of these bills, would seeem to be in the self-interest of 
the professional legislator, or the legislators who are also members of 
the profession in which they are actively engaged. 

Some of the bills specifically exclude from the funds or the annuity 
setup in the bill anyone who is also a member of an existing retirement 
system, whether public or private, so it can never be said, as an exam- 
ple, that a lawyer member of Congress is seeking to provide an easy 
living for himself. They have been specifically excluded from the 
coverage under these } propose d systems. 

And the fourth and final point, Mr. Chairman, that I would like to 
make, and which has been made a great many times to you in your 
consideration of the et is the fact that the 10 million people 
who are affected by these bills are not all lawyers; so that it is not a 
lawyer’s bill: certainly it is not any New York lawyer’s bill. It is 
rather seeeking to provide a reasonably restricted limited system 
whereby the 10 million professional and self-employed people all 
over the country in all strata of society may in some way, in some 
limited way, be provided an annuity system. It covers everybody; it 
covers the farmer: it covers all those who have been the forgotten 
men in the obviously technical task of prov iding some form of retire- 
ment system. 

Mr. Chairman, I shall not take more of the committee’s time, be- 

‘ause I want you to have the opportunity to hear those who are to 
follow me, and who have been most courageous in advancing these 
proposals, who have been selfless and self-sacrificing of their time in 
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coming down here at their own personal inconvenience and personal 
expense to present their views to this great committee. They are, in 
my opinion, indeed to be complimented for taking the great interest 
that they have in helping the millions of people who have not been 
in position to help themselves. 

I know that when you have listened to these men you will agree that 
topic 36 is one that merits the serious and favorable consideration of 
your committee, and of the Congress. And I want you to know, Mr. 
Chairman and members of the committee, that I appreciate very much 
the opportunity to come down here and be heard. 

The Cuarrman. Thank you very much, Mr. Keogh. We are highly 
honored to have you appeal 

Mr. Kroon. I appreciate that, too. 

The CuarrMan. Our next witness is Hon. George Roberts. Weare 
very glad to have you with us, Mr. Roberts. 


STATEMENT OF GEORGE ROBERTS, ESQ., CHAIRMAN, SPECIAL 
COMMITTEE OF THE AMERICAN BAR ASSOCIATION ON RETIRE- 
MENT BENEFITS 


Mr. Roperts. Thank you, Mr. Chairman and members of the com- 
mittee. The only thing that Mr. Keogh said about us that I am willing 
to admit is that we have been working hard on this and we are not 
working for ourselves, we are working for young men of the profes- 
sion and the self-employed. 

We have been very fortunate in having a very good commi ae in 
the American Bar Association, and I would like to read their names 
into the record. At present I am chairman of the special canna 
The other members of this committee are Frederick W. Brune. of 
Maryland; Robert Guinther, of Ohio; and John R. Nicholson, of Dli- 
nois; Kurt F. Pantzer, of Indiana; Thomas N. Tarleau and Weston 
Ver non, Jr., of New York. 

It is a nationwide movement and the only reason why lawyers have 
been prominent in it is because for some reason or other if there is 
going to be a job of drafting a paper, usually it is turned over to a 
lawyer to do the job. 

But I assure you that the lawyers are no more interested in it than 
are the doctors, the architects, the artists, and the independent self- 
employed. It is generally a movement for the benefit of the self- 
employed, the benefits to the pensionless employee. There are a great 
many employees whose employers, for one reason or another, are not 
strong enough financially, or for some other reason have not found 
it practical to adopt a pension plan. We want to help those people 
out. 

Mr. Exvernarrer. The legal profession considers itself a sort of 
public servant. 

Mr. Roserts. That is correct. 

Mr. Esernarrer. And they act in that capacity in doing a lot of 
law work, 

Mr. Rozerts. We try to live up to the ideals of the profession, and 
that is one of the ideals. 

I have a prepared statement here, Mr. Chairman, which I will ab- 
breviate, but I would like permission to have it printed in the record. 

The Cuatrman. Without objection, it is so ordered. 
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(The brief referred to follows :) 


STATEMENT OF GEORGE ROBERTS, CHAIRMAN, SPECIAL COMMITTEE OF THE AMERICAN 
$an ASSUCIATION ON KETIREMENT BENEFITS LN RE H, R. 10, H. R. 11, H. R. 2692, 
AND H. R. 6114 


My name is George Roberts. I am a member of the law firm of Winthrop, 
Stimson, l’utuam & Roberts. For the past 3 years I have been chairman of a 
s}ecial comiuittee of the American Bar Association on retirement benefits. The 
other meibers of this committee are Frederick W. Brune, of Maryland; Robert 
Guinther, of Ohio; Jobn R. Nicholson, of Lllinois; Kurt F. Pantzer, of Indiana; 
Thowas N, Tarleau, and Weston Vernon, Jr., of New York. Most of the members 
of this committee, including myself particularly, are too old to receive any bene- 
fits from any legislation in aid of retirement for professional men and self- 
employed. We have worked hard on this subject, not for ourselves but in the 
interests of the young men of our profession and, in general, all young men who 
are self-employed. 

Ever since the enactment of the high level of progressive income taxes, accom- 
panied by the great increase in the cost of living, the American Bar Association 
has interested itself in the problem of how professional men and other self- 
employed could provide for their old age and possible retirement, and on death 
how they could provide for their families. The problem is also faced by em- 
ployees whose ewployer, because of financial inability or some other reason, has 
not set up an employee pension plan, and the relief proposed includes relief for 
them. American bar committee reports have been made on this subject since 
1947. 

In considering the problem four facts of outstanding importance must be 
recognized. 

l‘irst. Under the present law and under the present economic conditions, it is 
so difficult as to be practically impossible for a young man in any of our profes- 
sions, or who employs himself in any activity in which capital gains are not likely, 
te save enough money adequately to protect himself and his family in case of 
retirement and old age. The reduction in personal income taxes as proposed in 
H. kt. 1 would certainly be of help, but the tax level even if that bill becomes 
law would still be extremely high, and the statement as to inability to save 
adequately would still be true. 

Second. There is discrimination in the tax laws against the self-employed. 
Congress has substantially helped the retirement problem for officers and em- 
ployees of corporations by enacting legislation (sec. 165 of the Internal Revenue 
Code), which, by granting certain tax benefits to approved corporation pension 
plans, has so encouraged the establishment of such plans that approximately 
2U,000 approved plans are now in existence covering an estimated 10 million em- 
pPloyees including executives. Employees participating in these plans under the 
statute do not have to include their employer's contributions in their individual 
gross income until pensions are received, and the company contributions are 
deductible by the employer in the year made. There is no comparable legislation 
for the self-employed. As President Eisenhower has said: “There are over 10 
million workers who cannot take advantage of these tax-relief provisions now 
offered to corporations and their employees. They include owners of small busi- 
nesses, doctors, lawyers, architects, accountants, farmers, artists, singers, 
writers—independent people of every kind and description but who are not regu- 
larly employed by a corporation. I think something ought to be done to help 
these people to help themselves by allowing a reasonable tax deduction for money 
put aside by them for their savings. This would encourage and assist them to 
provide their own funds for their old age and retirement.” Incidentally, the 
Democratic national platform took a similar position. The second point I wish 
to emphasize, therefore, is that there is an existing discrimination under our 
laws agaiust the self-employed. I do not see how anyone can fail to agree that 
such discrimination is unfair and unsound and ought in some way to be corrected. 
The report of the Treasury in June 1952 on this subject admitted the discrmina- 
tion but suggested that it be removed by taking away from corporate pension 
plans the tax advantages now accorded them. Is this not a completely un- 
realistic approach? Corporate pension plans have become an established integral 
part of our economic system. The sound arguments for governmental encourage- 
ment of such plans are practically universally accepted by workers, employees, 
businessmen, and labor unions. To suggest that the Government strike a blow 
tu knock down corporate pension plans is so theoretical a conception as to be 
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almost absurd. No, if this discrimination is to be removed, as it certainly should, 
it must be done, not by the negative method of removing the advantages to now 
existing corporate pension plans, but by some method of extending similar ad- 
vantages to the 10 million of self-employed. 

bird. In the case of the professions, and even more so in the case of singers, 
architects, professional athletes, and certain other groups of self-employed, 
there is a vast difference in the earned income received in the most productive 
years and thut received in later life. Statistics as to this group will be furnished 
by other witnesses, but the main fact is obvious. For these taxpayers to measure 
their taxable income by yearly periods without any system of averaging, and 
to tax that income at highly progressive rates obviously produces a most unfair 
result as compared with those of steady income during their working years. 
You have held a previous hearing on the general subject of averaging. I hope 
you have been persuaded that something ought to be done to help this class of 
taxpayers. The proposal on behalf of which we are here today, of granting to 
self-employed comparable tax treatment now afforded employees and officers 
under qualified corporate pension plans, is a partial practical solution. 

Fourth. Largely as a result of the greater security offered by corporations 
to their employees and executives, as compared with self-employment, there has 
been a drifting away from the professions and from self-employment toward 
employment by large corporations. I know this from personal experience be- 
cause every few months some young lawyer asks my advice as to whether or not 
he should leave the independent practice of law and take a position either as 
house counsel or as an executive in some corporation. The position of these 
young men seems to be that although the independent practice of the law is 
more attractive, yet in justice to themselves and their family they cannot 
refuse the greater security afforded by the corporation through its pension plan. 
I venture to say that each member of the committee can think of instances of 
lawyers who have left their independent practice for corporate employment tor 
the same reason. My friends in the medical profession tell me the same thing 
is true there. In the field of business it is also true that small independent 
operations are losing ground constantly to the huge corporations which are 
becoming bigger and bigger. American youth seems to prize security more 
than independence, with the consequent loss of initiative and self-reliance which 
characterized Americans in the days of the frontier. Possibly in these uncertain 
times this tendency will continue, no matter what Congress does in the way of 
legislation, but surely it is not in the public interest for Congress to discrim- 
inate against the self-employed in favor of employment by large corporations 
as is the present case. A strong social argument could be made that Congress 
should discriminate just the other way—in favor of the professions and self- 
employment—but we are now not asking that. We are simply asking for as 
near equal treatment as possible. 

With these four points in mind we studied the problem, as did similar com- 
mittees of the New York State Bar Association and the Association of the Bar 
of the City of New York. The original Reed-Keogh bills were the result of this 
study. They were drafted in the first instance by Mr. Leslie Rapp, a former 
legal adviser to the Ways and Means Committee, who will testify as to the 
mechanics of the bill and explain its provisions in detail. After their introduc- 
tion various other national organizations of professional persons, including the 
American Medical Association, the American Institute of Accountants, and 
other similar professional organizations, became interested in the measure and 
worked with the bar association groups in revising the original bill and seeking 
its enactment into law. 

You will recall that rather lengthy hearings were held on the original Reed- 
Keogh bills in May 1952, As a result of those hearings a few of us conferred 
with the technical advisers of the Joint Congressional Committee on Taxation, 
going over the bills sentence by sentence and considering the various suggested 
amendments that had been made by various witnesses at the hearing. As a 
result of this work, revised Reed-Keogh bills were introduced in June 1952 as 
H. R. 8390 and 8391. These revised bills included all of the principal amend- 
ments suggested by the American Medical Association, and also included one 
of the important amendments suggested by the insurance group, which was to 
extend the tax deferment to an investment by an individual in a restricted 
annuity insurance policy. Unfortunately, these revised bills were introduced 
too late to be acted on in 1952, so when the present Congress opened they were 
introduced by Mr. Jenkins, of your committee, and by Mr. Keogh, who is no 
longer a member, as H. R. 10 and 11. Similar bills were introduced by Mr. 








1822 GENERAL REVENUE REVISION 


Camp of your committee as H. R. 2692 and by Mr. Elliott as H. R. 6114. These 
are the bills now before you for consideration. We do not claim that these bills 
are perfect, or the only possible solution. We do say that they are the best solu- 
tion that we have yet found, and that feeling is shared by a very large percent- 
age of those who have studied the question and who represent interested 
organizations. 

Other witnesses will testify as to the details of the bills. In general, the 
bills may be summarized as follows: They provide that any “qualified individual” 
may exclude from his gross income in any taxable year, subject to certain limita- 
tions, that portion of his earned income that he has contributed to a “restricted 
retirement fund to be managed by a trustee” or paid to a life-insurance com- 
pany as premium under a “restricted retirement-annuity contract.” A “qualified 
individual” is defined as “one not eligible to participate in a pension or profit- 
Sharing plan qualified under section 165, or established by a governmental or 
charitable employer.” It thus covers employees of corporations or partnerships 
which have no qualified pension plan. Even if eligible for pension benefits under 
a qualified plan, if an individual! is also self-employed and more than 75 percent 
of his earned income results from that self-employment he is also a “qualified 
individual.” The amount deductible in each year cannot exceed 10 percent of 
his earned income, or $7,500, whichever is less, and there is a lifetime limitation 
of $150,000. The provision exempting accumulated income from tax is similar 
to that in section 165 dealing with accumulated income on corporate pension 
funds. Upon reaching 65 years of age the taxpayer has the option of with- 
drawing the accumulated fund in annual installments or in a lump sum. If the 
taxpayer elects to receive the sum on an installment basis, he pays ordinary 
income tax rates on the amount received. If he elects to take his entire interest 
in the fund in a lump-sum payment—after accumulation for more than 5 yvears— 
he may treat the distribution as a long-term capital gain. This provision cor- 
responds with a similar provision under section 165 applicable to corporate 
pension plans. 

No discussion of retirement for old age would be complete without mention 
of the effect of the Social Security Act on the problem, particularly the old-age 
and survivors insurance section of the act. 

Social security is the basic underlying protection against poverty and old age 
provided by our laws. The principle on which the act is based has been ac- 
cepted by the American people. Your committee has recently appointed a sub- 
committee to study possible amendments to this law. It may be that as a result 
of this study the act will be broadened, its rates changed, different rules pre- 
scribed for different income brackets, and a multitude of other changes made. 
For our purpose, in considering the bills now before you, it is only necessary to 
point out that social security is only intended to provide the first necessary mini- 
mum level of protection for old age. Congress, by passing section 165 of the 
code, recognized that it was desirable in the public interest to supplement social 
security by a pension system. This pension system provides the second level 
of protection which carries the protection beyond a mere subsistence level. At 
the present time employees and executives of corporations with pension plans 
are all covered by social security and, in addition, by the pension plans approved 
under section 165 of the code. A large percentage of the more than 10 million 
self-employed and employees not covered by private pension plans are now 
covered by social security. What we are now asking is that they also be given 
the second layer of protection comparable to that afforded under the section 
165 plans. In the case of the comparatively few professional people and others 
now excluded, this second layer of protection will be all that they will receive, 
unless as is quite probable as a result of the recommendation of the President 
and of the deliberations of your subcommittee, lawyers, and doctors will also be 
included in social security. But in no sense can our proposed legislation be re- 
garded as an alternative to social security. It is supplementary to social security 
just as corporate pension plans are supplementary. 

The argument has been made that these bills should not be passed because they 
will resuJt in a considerable loss of revenue to the Treasury. It is easy to ask 
exactly what the loss of revenue will be, but as a matter of fact it is a question 
impossible to answer because there are so many variable factors, such as the 
number of people who will participate, the extent to which they will participate, 
the tax brackets they are in at the time of their contributions and the tax 
brackets they are in when they receive back the money they have put in. A 
period of trial is necessary before a complete answer is possible. Dr. Dickinson, 
the very able economist of the American Medical Association, will in his testi- 
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mony discuss this question in detail, but I submit that it is not fair or right 
to continue this existing discrimination aganst the self-employed even if the 
loss of revenue has to be made up by increased rates on everybody somewhere 
else. The legislation now proposed was reviewed in detail by a very interesting 
article in the April 1958 issue of the Harvard Law Review, pages 1105 et seq., 
and this particular objection was answered as follows: “But even the possibility 
that the revenue loss would be so considerable as to necessitate higher tax rates 
is not a valid objection. It seems more equitable to distribute the tax burden 
among all taxpayers than to continue the discrimination against one group.” 

As a matter of fact, the one objection that I recognize to these bills in their 
present form is that we have been so careful to limit the possible loss of revenue 
to the Treasury that we have probably made it unattractive to many possible 
contributors to participate in the plan. lor instance, we have provided that the 
deductible amounts contributed to a qualified plan cannot be paid back to the 
eontributor until he is 65 years of age, the only exception being total disability. 
That is a great deterrent to investment under the plan because everyone can 
think of possible disasters in his personal or business life which might cause 
even the most careful man to want to use his savings. If the committee would 
favor broadening the instances where a contributor could get back his contribu- 
tions in case of emergencies before the age of 65 it would give us satisfaction. We 
left the bills as they are now drawn, however, because we wanted to vo as far 
as we could to meet Treasury objections and have a period of trial in which the 
possible loss of revenue would be minimized as much as possible. 

In conclusion, let me emphasize that what we are asking you to do is to follow 
the great principle of equality in tax treatment, and simply to give to the self- 
employed comparable tax treatment to that now afforded to officers and em- 
ployees of corporations. We are asking you to help these self-reliant, independ- 
ent people to help themselves. They are not asking the Government to con 
tribute anything to their old-age security. They are not asking investors or 
stockholders or any third parties to put up any money for them. They want 
to be allowed to save their own money. That is good for them but, more impor- 
tant, it is good for the country. 

Respectfully submitted. 

Georce Roserts, Chairman. 

AvucusT 12, 1953 


Mr. Roperrs. Before I say more in detail about the bill, Mr. Chair- 
man, I might say that we have been rather hampered in preparing 
for this hearing by the absence of a report from the Treasury De- 
partment. Although this bill was introduced by Congressman Jen- 
kins and Congressman Keogh the first day of the session and I think 
a report was requested from the Treasury Department, you have not 
yet received it, and if I may suggest, Mr. Chairman, if you could get 
such a report quickly we would greatly appreciate it. 

The CuatrmMan. We will be glad to try to do that. 

Mr. Rozerts. We in the American Bar Association have been study- 
ing this general problem of how to help the professional men and 
other self-employed to save adequately for their retirement in old 
age and for quite a few years. 

There have been bar-association reports made on the subject since 
1947. 

In studying this question we are met right away with four very 
important facts: First is the difficulty of making ‘adequate savings 
under normal economic conditions and under the progressive income 
tax. 

Mr. Chairman, you introduced a bill, H. R. 1, and it would be help- 
ful if the bill were passed, but I do not think it would be possible 
for these young men even then to make adequate savings for their 
old-age retirement, and since we are met with the fact that we want 


them to save, and some of them do, something should be done to help 
them. 
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The second fact that hits us right in the face is that there is at the 
present time a discrimination against this group, or rather it is a dis- 
crimination in favor of another group, and that other group is the 
employes and officers of corporations. 

The present tax law does favor them, and encourages them to have 
pension plans, and it does that by giving them certain tax benefits 
or advantages that it does not give to the self-employed. You are 
familiar, of course, with what those advantages are. In an approved 
pension plan, individuals do not have to include in their annual return 
the contribution made for their benefit by the corporations in the 
corporatios in the year it is made. 

The company’s contribution, of course, is a deduction in the year 
made. The fund that is created for these pensions is accumulated 
without being subjected to an annual tax. The only taxes that are 
paid are paid when the pension is paid to the man, and the tax is 
paid on everything except what he himself contributed. 

I think it was right, and I think it was a splendid thing that Con- 
gress did to encourage the creation of the pension plans thus helping 
corporation employees to have adequate protection at the time of their 
retirement or in case of death. Our only objection is we do not like 
to be left out, and that we want to come in, too, and we, therefore, 
make the point that it is a discrimination against us by leaving us 
out. 

Even the Treasury in 1952 admitted it isa discrimination. It said, 
oh, yes; we do favor the corporation employees and their officials. 
They said it is discrimination; it is not right; we ought to equalize 
the taxation, but how would they have us do it. 

They suggested it be done, not by giving similar benefits to self- 
employed, but by taking the benefits away from the corporation pen- 
sion plan. Well now, gentlemen, we wish to be practical in this 
country, and to me that would seem to be about as impractical as 
any suggestion that I have ever heard. These corporation plans, 
pension plans, are a part of our economy; they have been accepted 
by everybody; the Government itself has encouraged their creation, 
and now for the Government to try to tax them, to me would seem to 
be inconceivable. 

If we are going to remove the discrimination we have got to do it, 
not by taking away from those who have the benefits, but by doing 
something for those who are without similar benefits, to the group 
that is now left out. 

The third factor that meets us is that in case of the professions, 
really not so much in the case of the lawyers, but to some extent in 
the case of the lawyers, but even more in the case of singers, architects, 
professional athletes, writers, and many others, there is a great deal 
of difference in the income that they make in their productive years 
of life as compared with the latter years. 

You have already held hearings on the subject of averages. In case 
of a writer, for instance, who in one year makes a good income and 
in maybe the next year makes very little income, obviously it is 
unfair to tax him at the progressively high rate of earnings in the 
year when he has good earnings, and not take into consideration the 
fact that in the other years he is not making so much. It is a very 
difficult subject of just how you are going to correct this and be fair. 
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This bill here offers a possible correction, because in the good years 
this bill would let him set aside money in a pension fund, and there 
is a carryover provision so that, for instance, if he had a bad year, 
or not a very good year, he could contribute into the fund out of 
the good year the contribution for the year of poor earning. So this 
would be one way to answer this problem of averaging of income 

The fourth point, and this is really an argument from the stand 
point of the interest of the whole country, is this: is it wise for this 
country, by its law, to help push people into the service of large cor- 
porations¢ That is what now happens, because they have so much 
greater security if employed as an employee or an officer of a corpora- 
tion than they do if they are operating as an independent businessman, 
or as an independent professional man. 

There is scarely a month or two goes by but what some young law- 
yer asks me what do I think about his going into the employment 
of a corporation, either as a house counselor or as a minor executive. 
I do not like to tell him to abandon the profession of law. I usually 
say to them, Do you not like the practice of law? They will say, “Yes, 
[ am very happy in the practice of the law, but seeing the advantages 
I can get, the security for my wife and my family, I can see that it 
would be helpful to be employed in a corporation with a pension plan.” 

I do not think that is for the very best interest of the country. I 
think we ought to encourage people to be independent. I think we 
ought to encourage people to be lawyers, druggists, architects, inde- 
pendent people, small business people. And in saying that I hold 
no brief against large corporations; I think they are necessary, but 
I think we ought to encourage independent people to work for them- 
selves, rather than to go into large corporations. As I say, I think 
it is necessary to have large corporations, and I hope some of them 
may be my clients, but nevertheless on the social point, I think it is 
best for this country to encourage people to be independent, and not 
force people, by the way we write our laws, to go into big corporations, 

Mr. Evernarrer. And often the big corporations hold that out as 
one of the inducements to get employees. 

Mr. Ropers. Yes, and I do not blame them; it is a very sensible 
thing to do. 

You will recall, Mr. Chairman and gentlemen of the committee, 
that this is the second time we have had a hearing on this general 
subject, and I appeared at the former hearing as did a good many of 
the men who are going to speak to you today. 

After that hearing T think the chairman asked the technical staff 
to sit down with some of us and go over the bill sentence by sentence. 
We did that, and at the last session your present chairman introduced 
what was then known as the revised Reed-Keogh bill, which was the 

result of the conference with the technical staff. 

Those bills were introduced too late to be acted on at the last session, 
They were reintroduced in this Congress as the Jenkins-Keogh bill, 
H. R. 10 and 11, and identical bills were introduced by Congressman 
Camp and Congressman Elliott. They are the same bills as the old 
revised Reed-Keogh bill. 

Now, what are these bills? In general they may be summarized as 
follows: 

They provide that any “qualified individual” may exclude from his 
gross income in any taxable year, subject to certain limitations, that 








1826 GENERAL REVENUE REVISION 





portion of his earned income that he has contributed to a “restricted 
retirement fund to be managed by a trustee,” or paid to a life insuranc e 
company as premium under a “restricted retirement annuity contract. 

A “qualified individual” is defined as “one not eligible to participate 
in a pension or profit-sharing plan qualified under section 165, or 
established by a government or charitable employer.” 

It thus covers employees of corporations or partnerships which have 
no qualified pension plan. Even if eligible for pension benefits under 
a qui ified plan, if an individual is also self-employed and more than 
75 percent of his earned income results from that self-employment, he 
is also a “qualified individual.” 

Now, we have gone very far in imposing arbitrary limitations on the 
amount of the contribution that can be made each year. We have said 
they cannot deduct more than 10 percent of the earned income, or 
$7,500, whichever is less, and there is a lifetime limitation of $150,000. 
Dr. Dickinson, a very able economist in the American Medical Asso- 
ciation, will show i that those limitations are really very low, as 
comp: ared with the benefits received in the normal corporation pension 
plan. He rather persuaded me that they would be too low, but we 
wanted to lean over backward to make the prospective loss in revenue 
in the first year or so of the operation of this plan as little as we could. 

People have asked us what that loss is going to be. I cannot answer 
that. You will have to have a period of trial and error, and we do not 
know how many people will take advantage of this. We do not know 
what the income brackets of those who will take advantage of it may 
be, and what brackets they will be in when they receive back their 
contributions and have to pay the tax. 

So, we think that we ought to have a period of trial and error. We 
have tried to make the restrictions on the fund sufficiently severe 
so that in our opinion the loss to the Government in revenue in the 
early years of the operation of the plan will not be too great. 

We, of course, know that there is going to be some loss, and if 
you correct this inequity and such other inequities in the income 
statute, as you may find necessary to correct as a result of these hear- 
ings, it may be that you will have to raise some of the rates that affect 
everyone, All right. I think it is much fairer to correct those in- 
equities and to make a general increase in rates on everybody than 
it is to discriminate and give tax favors to one group rather than to 
another group. 

I think the principle of equality in taxation is of enormous im- 
portance, because unless you have it, you have people trying to evade 
taxes, and get around them some way or another. Of course, nobody 
is ever happy in paying taxes, but they are certainly more unhappy 
if they feel that their neighbor next door is getting a tax advantage 
that the particular taxpayer is not receiving. And I think the prin- 
ciple of equity in taxation overrides any temporary loss to the Treas 
ury that may result from the operation of these bills. 

There is a very interesting issue of the Harvard Law Review of 
April, which an: alyzes some of these bills. 

They say as to this particular objection : 


But even the possibility that the revenue loss would be so considerable as 
to necessitate higher tax rates is not a valid objection. It seems more equitable 
to distribute the tax burden upon all taxpayers than to continue the discrimina- 
tion against one group. 
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I submit that is sound. We are not asking you to ap prop riate 
Government funds to help this group to have adequate savings, or 
retirement pensions; we are simply asking you to help these self- 
reliant, inde pen dent people to he Ip themse lves. The y are not asking 
the investors or stoc an lers, or any third parties to put up any money 
for them. They want to be allowed to save their own money. That 

good for them, but more Important it is good for the country. 

I ne k you. 

The CHalRMAN, We thank you vers much, Judge Rob ‘rts it wi 
i fine contribution to the committee. 

The next witness, we are happy) to note. is Mr. Leslie M. Rapp, 
New York City. 


I want to sy for the record that the committee is ve ry ] roud of 
i; Bit. You rendered a very fine and efficient se ce to this cor 
ttee over a period of years. Wi are glad to see the progress vy 

Ve lila le li the HO rable prof sion you have che 1 for a career. 


STATEMENT OF LESLIE M. RAPP, NEW YORK, N. Y., REPRESENTING 
THE NEW YORK BAR ASSOCIATION, THE ASSOCIATION OF THE 
BAR OF THE CITY OF NEW YORK, AND OTHER PROFESSIONAL 
GROUPS 


Mr. Rarer. Thank you very much, Mr. Reed. 

Mr. Chairman and gentlemen of the committee, my name is Leslie 
M. Rapp and I am a partner in the law firm of Simpson, Thacher & 
Bartlett in New York City. For a number of years I have been 
engaged on a voluntary basis with various bar association and other 
professional groups 1n an endeavor to formulate and secure the enact- 
ment of legislation to facilitate the establishment ot pris ite retire 
ment plans for sel f- ni} loved persons an d those en ployed persons Wao 
are not covered under existing private pension plans supplementin 
social-security benefits. For several years 1 was chairman of the 
committee on person il income ti ixation of the New York state » Bar 
\ssociation, which pioneered i in this field, and I am still a member of 
that committee. I am also a member of the special committee on 
tax ayewors: of the professions, set up by the Associ ation of the 
Bar of the City of New York, of which Mr. Roswell Magill is chain 
man. These two committees, working with Mr. Roberts’ committee 
of the America n Bar Association, developed the plan embraced 
the orig rinal Keog rh Reed bill (H. R. 1371 and H. R. 1373, Sal ( Ong 
on which hearings were held by this committee last | year. The pres 

Jenkins-Keogh-Camp bill (H. R. 10, H. R. 11, 1 H. R. 2692) 


s bas sed on the original Keogh Reed bill, but contains Various ¢ har ve 


as the result of the suggestions made in the course of last year’s heat 
ing and in conference with the stall of the Joint Committee on In 


ternal Revenue Taxation, which were incorporated in a revised Keogh- 
Reed bill, H. R. 8390 and H. R. 8391, introduced in June of last year. 
H. R. 10, H. R. 11, and H. R. 2692 are identical with that bill, no 
further changes having been made. 

Mr. Roberts has outlined to you the general purposes of the bill. 
As the draftsman of the measure, I shall undertake to analyze the 
specific provisions thereof. In so doing I am speaking not only for 
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the New York State Bar Association and the Association of the Bar of 
the City of New York, but also, in a general way, and in a voluntary 
capacity, for the other professional groups who are today appearing 
here in behalf of the measure. 

Before entering into a discussion of the details of the bill I think 
it would be helpful, not only to the new members of the committee 
but to the older members as well, to refer briefly to the present legis- 
lation dealing with pensions and retirement benefits, so that we can see 
just how the Jenkins-Keogh Camp bill fits into the picture. 

You gentlemen are familiar, I am sure, with the general plan of 
the Social Security Act, which provi les for a governmental system of 
what may be called “basic pension benefits.”® First, there are the 
so-called Be Pree meer? to the States to help them pay old-age pensions 
to elderly persons who are in need. Then there is the socalled old age 
and survivors insurance program covering most employed persons, 
under which employer and employees are required, through Federal 
payroll taxes on each, jointly to pay the cost of retirement benefits 
for such emp yloyed persons and their survivors. This system was set 
up to take care of the long-range problem of old-age retirement by 
having a self-supporting system which would be lieve the Federal and 
State Governments of the burden of caring for the aged. As you know, 
the maximum benefits under this program for an individual are $85 per 
month, and for a husband and wife who are both over 65 years of age 
the maximum is $127.50. I need not remind you that with this maxi- 
mum, and especially with most persons receiving far less than that 
maximum, this Federal program of compulsory retirement benefits 
can be regarded as providing no more than a bare minimum for 
existence for those covered by it. Ehis program was extended in 
1951 to cover most self asaployed persons, but for the most part pro- 
fessional persons are excluded from coverage. 

The Cuamman. Asa matter of fact, under the old age and survivors 
insurance, many people now find it necessary to be covered under 
each in order to live. 

Mr. Rapp. That is true, but unfortunately many people who are 
under social security and who have retired have only that to live on. 
Their employers did not have a private pension plan and we did not 
have this legislation to enable them to build up their savings. 

he CHAIRM an. And they have been restric ted. 

Mr. Rapp. That is true. They cannot go out and get a job tending 
a gasoline station, or mowing lawns and make more than $75 a month. 
If they do they are disqualified for the benefits they originally 
paid for. 

The CuarmrmMan. It was originally $15. 

Mr. Rapp. It made it impossible for people to live under it 

The question of whether the y should or should not be brought 
within this phase of the social-security program is not now before 
the committee and, in any event, is a separate question having no 
necessary relation to the Jenkins-Keogh-Camp bill. Our bill amends 
the Internal Revenue Code, not the Social Security Act. 

In addition to their cove rage under the os ral old age and sur- 
vivors insurance program some 8 million employed persons receive 
supplemental pension benefits under approxims ae 17,000 voluntary, 
tax favored } pension plans set up by employers for their employees, 
elther as a mi itter of enlightened self-interest or as a result of bar- 
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gaining with labor unions. These private pension plans, it should 
be understood, constitute a “second layer” of pensions which are built 
on top of the Federal old age and survivors insurance program. As 
a matter of fact, many of these private plans antedate by some years 
the entire Federal social-security setup. 

Congress from the very beginning has encouraged these private pen- 
sion plans by giving them favored tax treatment, particularly insofar 
as the employee beneficiaries are concerned. The pert nent provisions 
are found in sections 23 (p) and 165 of the Internal Revenue Code. 
Thus the employee is not taxed currently on what lus employer pays 
into the fund in his behalf, even though it 18 in the nature of addi 
tional compensation for his services. He is taxed only when he gets 
the money at retirement, as and when it is received. In other words, 
Congress has given him what amounts to a tax deferment on a portion 
of his earned income set aside for his retirement. This tax deferment 
is oe extended to the accretions to the employer’s contribution 
resulting from the investment of the funds by the trustee or the pur- 
chase of deferred annuity contracts from an insurance company. 

This preferential tax treatment for private pension plans has now 
become an established national policy. However. it is to be empha 
sized that it is presently restricted to so-called employee pension 
plans. In other words, to qualify for such preferred treatment the 
pension plan must be set up by an employer for the benefit of his 
emp! 1ioyees, and it must meet certain require ments in reference to non- 
discrimination in favor of the highest salaried employees, and so 
forth. 

The 11 million self-employed persons in the country, such as farm- 


ers, professional] pens ot shopkeepers, and so forth, cannot come under 


these tax-favored pension plans since technically they are not employ 
ees. These large groups of our ¢ itizens are left out in the cold, so to 
speak. Only if they incorporate can they become employees of their 
own business, but of evetes most professions cannot leg or ally be carried 
on in corporate form. Moreover, it would not be practicable for in- 
dividuals or partners to set up section 165 pension plans unless they 
had a substantial number of employees. 

The other large groups who are deprived of these benefits are the 
millions upon millions of employed persons in all walks of life whose 
employers are either unwilling or unable to set up private pension 
plans. I refer to the young man who is a grocery clerk at the village 
general store, the mechanic in the local auto-repair shop, the girl who 
works in the beauty parlor, the middle-aged man with six children wh: 
is a mechanic in the small factory at the edge of town. These and 
other salaried workers and wage earners are going to get old, too, along 
with the farmer, the doctor, the lawyer, and the owner of the corner 
drugstore. At present such persons must depend solely upon the 
meager benefits the vy may re ceive under social security, to the extent 
that they are covered thereunder. 

If the self-employed, and the employed persons not covered by 
private pension plans, wish to provide their own supplemental retire- 
ment benefits they must do so without any tax deduction or prefer- 
ential-tax treatment of the money set aside for that purpose. The 
fact is, of course, that by the time these persons get through paying the 
present unprecedented tax load and paying the present inflated prices 
for the necessities of life, they have little, if anything, left to put aside 
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for their old age. If, on the other hand, they had the same right of 
tax deferment on a portion of their income as millions of employed 
persons have under section 165, they would be in a much better position 
to do so. In fairness and equity they are entitled to this equi ility of 
treatment. J am sure that the present discrimination against them 
s not the result of any deliberate congressional purpose but of mere 
oversight of their situation. 


ihe p toblem n we are brii oing before vou today. gentlemen, is bigger 


than the p ran hn about i h it tO do with re ference to those not covered 
DY sor ial s ‘ ais ‘ It is Dblgger because it affes tS more people You 


iave large ly covered t} e caintfully emplove | under social security, but 
en 1t comes to supplemx ntal private pensions you have o nly made it 
possible for some 8 million out of the 60 million gainfully emp loved in 


Ss cou netry to have a tax deferred retirel ent fund for thei r old age 
We re not asking that vou take away any { the benefits you have al- 


ready con ferred, but on ly that vou allow those not now < overed by 
private sup] pnlemental] pension p lan sto have comparable benefits. 

in. se eking the enactment of the le 21 lation we are here discussing 
we want to make clear that we are not asking for any new discrimina- 
tions to be set up in favor of those for whom we speak, but only to 
equalize the treatment of all our citizens as regards the matter of 
favored tax treatment of amounts set aside for retirement. 

It is in the national interest to have our citizens provide for their 
own retirement rather than to have to look to the Federal, State, or 
local governments for old-age assistance. That is why the Federal old- 
age and survivors-insurance program was established, and it is also 
one of the reasons why Congress has olven tax favored treatment to 
sup ple mental pe nsion plans set up by employe rs for their employees. 
It is equally important that the rest of our citizens be encouraged to 
make provision for their old aye, over and above any social] security 
benefits to which they may be en titled 

The purpose of the Jenkins-Keogh Camp bill, as its title indi ates, 
is to encourage the establishment of voluntary pension plans by indi- 
viduals, and in so doing | to remove the ] present discrimination against 
lions of « ir citize nr rand: ta ugiplescental ctirement benefits. 

bill ait I oman mn this purpose b y the simp le expedi ient of 
permitting such persons a postponement of income tax with respect to 
limited portion of earned income (as distinguished from investment 
income ) — into a so-called restricted retirement fund, or to an insur- 
ance nompan as premiums for a restricted retirement-annuity con- 
tract. Bot! “the term “restricted retirement fund” and the term 
“restricted ne ent annuity contract” are defined in the bill. The 
imited amount so excluded, plus each participant’s share of the interest 


on his fund, would be taxed in later years, when drawn down as retire- 
ment benefits. This, in brief, is the essence of the plan which I will 
presently describe ! more detail. 

| e€ Say t the outset that we are not bringing this bill before you 


as the one ahd only answer to the > sabe hi Oi equalizing the tax treat- 


ill 


i 
} 
' 


ent of income set le for ret rept, although we believe it w 
accomplish that purpose. We me worked very hard in drafting t 
bill and are fairly well satisfied with the measure as it now stands. 
aye ‘ver, We are open-minded on the question of amendments which 
wil] ben keeping with its objective. 


1e 
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Section 1 of the bill is simply the short title of the measure and 


needs no explanation. 


Section 2 is the heart of the bill and, in neral, provides for the 
ex’ ‘lnision from gross Income of a port on of “the earn ed income of 21 
ndividual set aside for retirement purposes in the manner specified. 
This section would amend section 22 of the Internal Rivers CGAs 
(which relates to the definition of “gross income”) by adding a new 


. ibsection. (p), laving down certain rules aetna y oa amount to be 


excluded from gross income during the taxable 
Under paragraph (1) of the proposed section Jo (p) it is provided 
] 


that in the case of a “qualified individual,” as defined, there shall be 
excluded from gross income in the taxable year a portion of income 
for such year which within such year is either paid into a restricted 
retirement. fund or is paid to a life-insurance company as premiums 
under a restricted retirement annuity contract. The limitations on 
the exclusion are set forth in paragraph (2),to which I shall presently 
refer. Paragraph (1) goes on to define the term “qualified individual” 
to mean any indi vit lu: il ex ‘ep it one who i ane uetoloved person and who 
at any time during the taxable year is a me mber of, or is eligible to 


ekle me a member of, or upon meeting specified age and service re 
quirements will be eligible to become a member of, or who is s receiving 
or has received payments under (A) a pension or profit-sharing plan 
of his em ployer which meets the requirements of section 165 or (B) 
a pension plan set up for its officers or employees, or both, by the 
United States or any agency or Territory thereof, the District of 
Columbia, any State or political subdivision or instrumentality of 
either, or any tax-exempt organization described in section 101 of 
the code. sy t this de fin ition the benefits of the Je nkit ns Keogh-Camp 
bill would be restricted to persons not now covered 1 by private or gov 
ernmental employee pension plans. I might say in this connection that 
in the original Keogh-Reed bill, even raose covert d under such private 
or governmental employee plans could participate to the extent that 
the annual contributions made by their employers i1 eis rf were 
less than the amounts which could be excluded from gross income under 
the bill. However, we were advised that such a provision wound be 
administratively impractical because of the difficulty in ascertaining in 
any individual case the exact amount contributed by the emplover in 
behalf of the e mployee. Hence our only alternative was to complete sly 
exclude such persons from coverage. If any way could be worked out 
to remedy this problem we should be glad to see it incorporated in the 
bill, but we have no specific suggestion to offer and no acceptable solu- 
tion has been proposed to us. I understand that the insurance com- 
panies may have a proposal in this connection, and I believe Dr. Dick- 
inson, of the American Medical Association, will comment upon it in 
his testimony. Therefore I shall make no reference to if. at. this time. 
The question may arise as to why those who are already covered 
under private and governmental pension plans should not be allowed 
to nattithpate under the Jenkins-Keogh-Camp bill, at least insofar 
as their own contributions are concerned, since mr now receive 
tax deferment only on their employer’s contribution in their behalf. 
This, of course, is a matter of policy and I have only this comment: 
Our objective under the bill is to secure for self-employed persons 
and employed persons not covered by these tax-favored plans, a tax 
deferment equal to that resulting from the postponement of tax on 
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the employer’s contribution under such plans. If those covered 
under such plans also get tax deferment on their own contribution 
thereunder, where the plan is contributory, they may still retain a 
discriminatory advantage over those for whom I am ‘speaking. We 
are secking to remove discriminatory advantages, not to create any 
new ones. However, I would not want to be understood as saying 
that there is no merit whatever in the suggestion. I simply do 
not know what the facts would show. Perhaps Dr. Dickinson will 
comment on this question in his testimony. 

In excluding from the benefits under the bill those now covered 
under private or governmental employee pension plans we have 
thought it necessary to make an exceptio n so as not to exclude per- 
sons who may earn only a small portion of their income as an em- 
ployed person and whose major income is from self-employment. A 
typical example would be a physician who might be a part-time house 
physician for some corporation, but whose major income came from 
rivate practice. We have endeavored to take care of this situation 
# providing that an employed person who is also a self-employed 
person shall be entitled to coverage under the bill if during the taxable 
year more than 75 percent of his earned net income is derived from a 
trade or business carried on by him or from a partnership of which 
he is a member. 

The last sentence of paragragh 1 of proposed section 22 (p) pro- 
vides that amounts paid by a qualified individual to a restricted retire- 
ment fund or to an insurance company as premiums under a restricted 
retirement aged contract within 60 days after the close of the tax- 
able year may, at the election of the taxpayer, be treated as having 
been paid on the I ast day of the tax year. This provision is necessary 
because it may be impossible for an individual to ascertain by the 
last day of the taxable year the exact amount of his income and thus 
determine the amount of his allowable contribution under the pro- 
posed section 2 (p). 

Paracr: aph ‘7 2) of propos sed section 22 (p ») sets forth the annual 
and lifetime limitations on the excludable amounts. Under the gen- 
eral rule the annual exclusion cannot exceed 10 percent of the tax- 
payer’s earned net income, or $7,500, whichever is the lesser. The 
effect of the latter limitation is to exclude from consideration earned 
income in excess of $75,000 per annum. In operation, this limitation 
would mean that if an individual had an earned income from personal 
services of, say, $5,000 per year he could deduct for income tax pur- 
poses up to $500 per year for amounts set aside for his retirement in 
the manner specified. The $10,000 man could deduct up to $1,000, and 
so on. In effect, the individual is permitted to defer until retirement 
the payment of income tax on such portion of his earned income. 

In order to put a reasonable ceiling on the amounts which can be 
set aside by an individual for retirement purposes it is provided that 
the aggregate exclusions for all taxable years during the taxpayer’s 
lifetime shall not exceed $150,000. Dr. Dickinson, in his testimony, 
will describe the effect of these limitations. I may say, generally, 
that they will not permit retirement incomes of much-more than $1,000 
per month as a ceiling, but, of course, the great bulk of the retire- 
ment benefits would be far below that amount. While $150,000 may 
sound like a large retirement fund, it does not go very far in buying 
retirement benefits which extend over a period of years. However, I 
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shall leave this part of the discussion for Dr. Dickinson. In passing, 
I would simply like to add that under present section 165, relating 
to employee pension plans, there is no statutory ceiling on the amount 
of retirement benefits under employee pension plans, but some plans 
have self-imposed limits. 

Paragraph 3 of proposed section 22 (p) lays down a special rule 
governing the amount of the permissible annual exclusion in the case 
of persons who before January 1, 1953, have reached their 55th birth- 
day and who, therefore, would not be able to accumulate a very sub- 
stantial fund for retirement purposes under the general rule. Under 
this special rule the permissible annual exclusion would be increased 
by the lesser of 1 percent, or $750, for each year of age in excess of 55, 
determined, as of January 1, 1953, but not more thi in 20. In opera- 
tion this would mane thi it a person who is 56 years of age on January 1, 
1953, could exclude 11 percent instead of 10 percent, and his top limit 
would be increased - $750. In the case of a person who had reached 
his 65th birthday on January 1, 1953, the permissible exclusion would 
be 20 percent instead of 10 percent, with the top limit increased by 
$7,500. The operation of the special rule which I have just described 
would still be subject to the lifetime limit of $150,000 on the aggregate 
annual exclusions. 

Paragraph 4 of proposed section 22 (p) provides for a 5-year carry- 
over of unused exclusions. The purpose of this provision is to ti ake 
care of the situation where a qualified individual would have a per- 
missible deduction of, say, $500 in 1953, but for one reason or another 
would be unable to set anything aside for his retirement during that 
year. Under paragraph 4 he would be perenitae to add to his per- 
missible exclusion during any of the 5 following years the amount of 
the unused exclusion for 1953. Thus if he had a $6,000 income in 1954 
he could exclude $1,100 instead of $600. In no case, however, could 
the total exc ‘lusion for any year exceed $7,500. 

The foregoing provision is slightly different from the carryover 
provision which I suggested during the course of the last hearings 
as an amendment pe the original “Keogh-Reed bill, which will be 
found on page 64 of the printed hearings. The provision I then 
suggested read as follows: 

(4) Carryover.—Any amount paid under paragraph (1) during any 
taxable year in excess of the amount excludable from gross income in such 
year under the foregoing limitations shall be excludable in the succeeding 
taxable years in order of time to the extent of the difference between the 
amount actually paid and excluded in each such succeeding year and the 
maximum amount excludable for such year under such foregoing limitation. 

That provision, which is based on a similar carryover provision 
under section 23 (p), was intended to take care of payments in excess 
of the allowable exclusion, not unused exclusions, and was aimed at 
the situation where a person might be flush in one year and wish to 
pay into the fund an amount in excess of what he sed exclude, vo 
the idea of taking the excess amount as an exclusion in a later year 
when he either might not be making any payment into the tend or 
was making a payment of less than the amount excludable for that 
year. It seems to me that both types of carryover provisions have 
merit and should be included in the bill. One type does not meet 
the problem which the other is intended to cover. These carryover 
provisions are particularly necessary in the case of persons with 
highly fluctuating incomes. 
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' Paragraph (5) of proposed section 22 (p) is merely a cross 
reference to the definition of “restricted retirement fund,” as found 
In proposed section 173 (b). 

Paragraph (6) of proposed section 22 (p) defines a “restricted 
retirement annuity contract.” The conditions laid down therein are 
consistent with the restrictions set up in defining a “restricted re- 
tirement fund” in proposed section 173 (b). The restricted retire- 
ment annuity contract must be in such form as may be approved by 
regulations prescribed by the Commissioner of Internal Revenue 
with the approval of the Secretary of the Treasury, and under the 
terms of the contract income payments may not commence earlier 
than age 65, except in case of permanent and total disability, and 
shall not be assignable except for the purpose of designating one or 
more beneficiaries to receive any benefits thereunder. The last sen- 
tence of proposed paragraph (6) defines the term “total and perma- 
nent disability.” 

In its present form the definition set forth in paragraph (6) has 
been objected to by insurance companies on the ground that it would 
preclude the use of life insurance endowment policies as a vehicle for 
building up are tirement fund. It is pointed out that under section 
165, r¢ lating to employee pension plans, the use of life-insurance pol- 
1 1es IS permissible a asa funding vehicle, but only to the extent of the 
portion of the cost of the policy ‘ which is attributable to savings as 
distinguished from the cost of Tife-insurance protection. The insur- 
ance companies, I believe will propose that the bill be amended to 
cover pre miumMs paid on life -Insurs mice oa les, exc ‘lusive of the por- 
tion of the premium paid for the cost of life-insurance protection 


We, of course, would have no objection to amending the bill in this 
respect to the extent it can be done without destroying its underlying 
purpose. As we understand, most State laws require that. life-insur- 
ance policies have a cash-surrender value. We have provided under 

ie bill that the benefits cannot be obtained prior to age 65, except in 
case of permanent and total disability, or death. If the bill is broad- 
ened to cover life-insurance precateune to the extent of the equity 
purchased, without in some way getting around the State law pro- 
vision requiring life-insurance policies to Pe ave a cash-surrender value, 
it will no longer be strictly a retirement bill, but will be more akin 
to the so-called Silverson plan, which permitted a limited deduction 
for amounts used to purchase a special type of Government bond 
which could be cashed at any time and the tax then paid on the 
proceed 

I may say that we have discussed this matter from time to time with 
insurance-compan) Reeererety ss in an endeavor to see if some 
workable provision could be found which would take care of the 
problem, but up to this time have been unable to agree upon any 
formula. The possibility has been suggested that the life-insurance 
policy could be placed in the hands of a trustee under some sort of 
trust indenture which would preclude the realization of the benefits 
until age 65. If some arrangement like this can be worked out on a 
practical basis there would seem to be no reasonable objection to cov- 
ering life-insurance premiums under the bill to the extent of the 
equity purchased. 
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Apparently annuity contracts, as distinguished from life-insurance 
contracts, are not required under State law to have a cash-surrender 
value and it would appear to be wholly practicable for the insurance 
companies to draw up a retirement-annuity contract which would 
embre ace the restrictions which we have set up in the bill to give it the 
character of a true retirement plan. Where am insurance policies 
are cin i the solution is not so snple 

Obje tion has been made to the bill on the ground that it does not 
permit the withdrawal of retirement funds prior to age 65 except 
in case of death or permanent and total disability, whereas many 
hardship situations may arise where a participant might desperately 
need the tunds he had set aside for his retirement. In fact, this 
restriction in the bill will probably cause many persons, particularly 
younger persons who are not old enough to be deeply concerned with 
their retirement problem , to hesitate to tie up their funds under the 
plan. The difficulty in finding a solution to this problem lies in 
how to determine the circumstances under which a person should 


his funds because of hardship and in who is going 


entitled to take down 
to make the determination. 

The only practicable way to handle this situation, as I see it, 
would be to amend the bill so as to permit a person to withdraw 
the funds at any time, but in such case to require him to pay tax 
thereon equal to the tax saving which resulted to him trom the deduc- 


tion of his annual contributions. To discourage the indiscriminate 
withdrawal of funds provision might be made for an ad valorem 


penalty, which might be either in addition to or in lieu of interest 
on the tax-deferred funds. In this way the ‘Treasury would be pro- 
tected in getting the full amount of the tax and the participant 


would not be ina position to use the bill me rely to shift his income 
Tvom one yea to another for tax Saving purposes, We have no idea 
of setting up at aX avoidance scheme. If this sort ol provision were 


included in the bill it might take care of the problem in respect of 
the use. as a funding method, of life-insurance policies having cash- 
surrender priv legves, 

Proposed paragraph (7) defines “earned income” and related terms. 
Generally speaking, earned income means income from wages, salaries, 
protessional fees, and other amounts received as compensation for 
personal services, This provision is based on provisions found in 
prior revenue acts under which there was a special earned income 
deduction o1 ai A similar definition is found in section 116 
(a) (3) of the present Internal Revenue Code, relating to earned 
income from sources without the United States. 

It has been suggested in some quarters that the allowable exclusion 
should be keyed to adjusted net income instead of earned income 
beeause of the difficulty ot determining earned mere in situations 
where the taxpayer is engaged in a trade or business in which both 
personal services and capital are material income adnan ing factors. 
I may say that the reason we have geared the exclusion to earned 
income is because that is the basis upon which contributions are made 
under section 165 plans; namely, the wage or salary of the employee, 
which, of course, is earned income. If the exclusion is based on 
adjusted net income it would, of course, allow the exclusion to take 
into consideration investment income as well as income from personal 
services, which we feel is out of keeping with the purposes of the 
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bill. Of course, if the committee should wish to allow an exclusion 
based upon investment as well as earned income we would not inter- 
pose any objection, but we do not feel we should make any such 
suggestion affirmatively. 

With respect to the problem of defining earned income where the 
individual is engaged in a trade or business in which both capital and 
personal services are material income-producing factors, such as form- 
ing the bill leaves this to be worked out by regulations. In this con- 
nection I should add that under section 116 (a) (3) of the code, rela- 
ting to earned income from sources without the United States, there 
is an arbitrary ceiling of 20 percent on the amount of the net profits 
of a trade or business which shall be considered as earned income. In 
drafting the present bill we have omitted any statutory ceiling, feeling 
that the arbitrary limitation found in prior legislation would not work 
equitably. I think the farm organizations will comment on that. 

Paragraph (8) of proposed section 22 (p) provides that the benefits 
of the bill shall not be applicable to an individual unless he files with 
the Commissioner of Internal Revenue, in such manner and such form 
and within such time as may be prescribed by regulations, a consent 
to be taxed in the manner provided in the bill on the portion of his 
gross income which is currently excluded from taxation. It may be 
that Mr. Stam and the Treasury will feel that this provision is un- 
necessary and could be eliminated, but we have fatuded it in the bill 
just to make sure that the Government will at a later date be able to 
tax the income which is currently excluded from gross income. 

Section 3 of the bill would add a new subsection (D) to section 22 
(b) (2) of the code, which would require annuities received under a 
restricted retirement annuity contract to be included in income as 
and when received. The provision also specified that any such annuity 
contract shall be deemed to have a zero basis for tax purposes. This is 
consistent with the fact that the income used to purchase it, plus the 
earnings thereon, will not previously have been subjected to income 
tax. 

Section 4 of the bill adds a new section (section 173) to the Internal 
Revenue Code, relating to restricted retirement funds. Subsection 
(a) of proposed section 173 exempts from tax a so-called restricted 
retirement fund. This is consistent with the exemption under section 
165 in the case of employee pension trusts. This exemption has the 
effect of postponing tax on any accretions to the fund until distrib- 
uted to the beneficiary as retirement benefits. 

Subsection (b) of proposed section 173 defines a restricted retire- 
ment fund to mean a trust forming part of a bona fide retirement plan 
for the exclusive benefit of its participating members, for the purpose 
of distributing to such members, or their beneficiaries, the corpus, 
profits and earnings of the trust accumulated by the trust in accord- 
ance with the plan if under the plan and the trust instrument the 
following conditions are met. 

1. The interest of a participating member is nonassignable ex- 
cept as to his right (A) to designate one or more beneficiaries to 
receive any interest in the trust to which he may be entitled at 
death, and (B) to designate his spouse, or any dependent or 
dependents, as a joint, survivor, or joint and survivor annuitant 
under any annuity contract to whom his interest in the trust may 
be distributed ; 
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The trustee is a bank as defined in section 104 of the code 
and under the trust indenture it is authorized and directed (1) to 
invest and reinvest the assets of the trust in any investment per- 
mitted by the trust indenture, to the extent allowed by local law, 
or (ii) to apply the amount paid into the fund by each participat- 
ing member to the purchase of one or more restricted retirement 
annuity contracts on the life of such member, to which the trustee 
shall hold legal title and exercise all options until the maturity 
thereof; and 

3. Except in case of his total and permanent disability, the dis- 
tribution of the interest of any participating member may not be 
made to him during his lifetime at a date earlier than age 65, and 
then only under one or more of the following optional methods of 
distribution to be elected by him: (A) in a lump sum; (B) in an- 
nual, quarterly or monthly installments of a designated amount, 
or (C) by the purchase by the trustee of a restricted retirement 
annuity contract, with or without a guaranteed minimum return 
and with or without provision for a joint, survivor, or joint and 
survivor annuitant. 

It will be recalled that in the original Keogh-Reed bill, on which 
hearings were held last year, it was required that such a restricted 
retirement fund be sponsored by a bona fide agricultural, labor, busi- 
ness, industrial, or professional association, or similar organization. 
There was some objection to this condition inasmuch as it required 
membership in such an organization before the person could avail 
himself of the benefits of the bill. We or iginally included this require- 
ment because we felt it would make the fund more like section 165 
pension trusts to have it sponsored by such an organization. How- 
ever, we had no wish to discriminate against persons who did not hap- 
pen to belong to any such organization, nor did we wish to have any 
such organization use this bill as a means of encouraging persons to 
joint it. Accordingly, in the present bill, we have eliminated any re- 
quirement of me ‘mbership in an association of the kind mentioned. It 
is contemplated, however, that such organizations may, nevertheless, 
wish to sponsor such a pl: in for the benefit of their members, but at 
the same time those not members of such an organization could form 
their own organization, or perhaps contribute to a restricted retire- 
ment fund set up by a bank or trust company for the purpose of re- 
ceiving the retirement funds of those electing to participate therein. 

I may say further that various people have talked to me about 
further liberalizing the investment provisions of the bill so as to 
permit the investment of the funds, say, in investment trusts. We 
have no wish to unduly restrict the investment provisions. We are 
merely setting up this way to have what we feel is a bona fide situ- 
ation where you have a bank as a trustee, but if the committee feels 
that the bill ought to be liberalized with respect to investments to 
make it as liberal as 165 plans, we are of course all for it. 

Subsection (c) of proposed section 173 deals with the tax treatment 
of distributions from a restricted retirement fund and in general re- 
quires that the recipient include such distributions in his gross income 
as and when received. As in the case of Jump-sum distributions under 
section 165 employee pension plans, provision has been made for 
capital-gains treatment of the distribution where it is paid in a lump 
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sum, but we have added a qualification that to receive such treatment 
it must have been accumulated over a period of more than 5 years. 
Without a ceiling rate on lump-sum distributions the greater part of a 
ar rson’s retirement savings might be consumed in taxes. 

ction 5 of the bill is inserted to make sure that distributions to a 
surv a beneficiary of a restricted retirement fund, or of a restricted 
retirement annuity contract, will be taxable to the recipient and not 
to the decedent. Also, it is intended to make clear that the beneficiary 

ill receive credit against the income tax payable on the distributions 
for any estate tax lmpos ed on the decedent’s interest in the retirement 
fund, subject to the provisions of section 126 (c) of the Code. This 
Is a hew provision and was not included in the original bill on which 
hearings were held during the last ¢ ongres 

a ot ntlen len, CO ludes my exp vlan ation of the bill, and ] shall 
now be glad to make myself available for any further questions. 

The CHAIRMAN. We wish to thank you very much for the very fine 
presentation you have made here with reference to these bills. 

Are there any questions? ‘The Chairman hears none. 

Mr. Rapp. May I make one suggestion, if it is appropriate? 

This is rather a technical measure, and [ assume that after you 
adjourn here these hearings will be referred to the staff of the Joint 
Committee on Taxation for analysis. 

The CHatrman, They are being studied now as fast as they come 
off tl © printing: press, 

Mr . Rare. We would be very happy, of course, to meet with the 
joint committe staff at any time to go over the details of this bill. 

The CyatrMan. We certainly appreciate that offer of cooperation, 
and I am sure the chief of staff, Mr. Stam, does also. 

Mr. Rare. Thank you very much. 

The CyHatrMAN. The next witness is Dr. Frank G. Dickinson, direc- 

I’, Bureau of Medical Kx onomi Research, Chicago, accompanied by 
Dr. Edward A. McCormik k. 

We are very ol; a to | ave vou gentlemen here, If each of you will 
state his name and the e: | iby 1n whi h he appears, for the record, 
you may proceed. 






STATEMENT OF DR 
PRESIDENT, 


EDWARD J. McCORMICK, TOLEDO, 
AMERICAN MEDICAL ASSOCIATION 


OHIO, 





Dr. McCormick. Mr. Chairman and members of the committee, wa 
are indeed very grate iul we you will cive of your DUSY time, esper i- 
ally durin le this part of the year, to listen to the represeitatives of 
America’s 150.000 pny sicians. 


Tam Dr. Edward J. McCormick, Toledo, Ohio, where I am en- 
Pave in the active practice of etter I am president of the 
American Medical Association and a member of its board of trustees. 
I am appearing here today as a representative of that association rela- 
tive to measures currently pending before your committee which are 
designed to provide retirement funds for self-employed persons and 
others not covered by existing pension plans. With me is Frank G. 
Dickinson, Ph. D.. director of the Bureau of Medical Economic Re- 
search of the Association. At the conclusion of mv brief statement 
I should like to have Dr. Dickinson discuss the technical details of 
the proposals under consideration. 


‘ ( 
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At the outset I would like to state that the American Medical Asso- 
elation has, for a number of vears, endorsed the principle of legislation 
of this type. In the early part of 1948 there came to the attention « f 
the board of trustees a movement then underway to promote the 

iactment of Federal legislation under which self-employed persons, 
neluding physicians, could provide for their own retirement bene 
fits through the deduction of amounts annually from their taxable 
income to finance retirement plans. The board approved this move 
ment with the stipulation that there would be a reasonable limitation 
on retirement benefits for which provision could be made. This action 
was commended by our house of delegates in June 1948. 


In June 1951 at the annual session of the American Medical Asso 
ction thre resolution were adopted by the hou e of de ‘legates re- 
en phasiz ne the association's endors ement of this pri ciple. 


()) May 13. 1952. represe ntatives of the association appeared before 

s committee in general su ipport of H. R. 4371 and H. R. 4373, 82d 
Congress. However, at that time various amendments were sug 
vested. Certain bill has HA. R. 10 which are now pending before 
your committee include all of the amendments recommended by the 
association at that time. 

In June and again in December 1952 the house of delegates reite) 
ated its endorsement of these proposals and recommended that each 
member of the association give careful study and active support to 
their passage 

It is the belief of the American Medical Association that physicians, 
dentists, veterinarians, lawyers, architects, farmers, store owners and 
the many others who comprise the Nation’s self-employed have long 
been neglected in Federal tax legislation relating to pensions. Under 
the present law, corporations are entitled to set aside tax-free money 
to purchase pensions and anniuties for their employees, and millions 
of employees are so benefiting. Yet the self-employed are denied this 
tax exemption to provide for their own old age. The purpose of these 
bills is to eliminate the discrimination and inequities existing under 
present tax laws. By extending the tax deferment privilege to the 
country’s 11 million self-employed and also to millions of employees 
who are not covered by pension plans, this legislation will give them 
increased incentive to save for their old age during their best ear! ing 
years. 

This legislation will be of particular benefit to physicians who go 
through a long and costly period of training and whose earnings are 
bunched into a comparatively short period of years when they are 
subject to high income-tax rates. 

The need for such relief was demonstrated recently in the case of 
Kintner v. U. 8S. (107 Fed. Supp. 976) in which the status of physi- 
cians in group practice under section 165 (a) of the Internal 
Revenue Code was in question. Although pointing up the need for 
the inclusion of physicians, among others, under section 165 (a), the 
case will not, even if Dr. Kintner’s position is upheld, be of significant 
assistance since less than 5 percent of our private practitioners are 
involved. 

Under the program proposed by the pending bills, the amount of 
each person’s pension would be determined by his contributions with- 
out one cent being added by the Government. In addition, the pro- 
gram would not force a person into idle retirement in order to draw 
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upon his pension fund. Most important, it presents an opportunity 
for all who can pay for their own retirement to do so. 

That, very briefly, indicates the general viewpoint of the American 
Medical Association toward this legislation. We have collaborated 
very closely in the development of this legislation with representa- 
tives of the American Bar Association, the Association of the Bar of 
the City of New York and with national organizations of self-em- 
ployed taxpayers who would be afforded some measure of equity tax- 
wise by the enactment of the pending measures. I urge, therefore, that 
your committee give favorable consideration to this legislation. 

Now, Mr. Chairman, as president of the association, I would like 
to introduce Dr. Dickinson, who is the head of the Bureau of Medical 
Economic Research of the American Medical Association and who is 
acquainted with the philosophy which underlies the bills which you 
are now considering. 

The CuaArrmMan. Thank you, Doctor. We appreciate your testi- 
mony. 


STATEMENT OF FRANK G. DICKINSON, PH. D., DIRECTOR, BUREAU 
OF MEDICAL ECONOMIC RESEARCH, AMERICAN MEDICAL ASSO- 
CIATION 


Mr. Dickinson. My name is Frank G. Dickinson, Ph. D.—not M. 
D.—of Evanston, Il. After teaching economics at the University of 
Illinois for 25 years, I became the director of the Bureau of Medical 
Economic Research of the American Medical Association for whom 
lam speaking today. 

My purpose is to set forth the essential financial facts regarding 
these four identical bills which would establish an individual retire- 
ment act to encourage the self-employed and pensionless employed to 
save for their old age. In other words, I am going to talk about the 
dollars-and-cents aspects of these bills—the amount of pension bene- 
fits, the loss of Federal revenue, and so forth. Some of my material 
is so technical that I suggest you follow me page by page, if you please. 
At some points [ shall summarize. I shall try to avoid repeating the 
points made by Mr. Roberts and Mr. Rapp. 


OUR HANDICAPS 


I wish it were possible for me to appear here today for the sole pur- 
pose of supporting a congressional resolution. This hypothetical reso- 
lution would direct the Treasury Department to establish rules where- 
by the self employed and the pensionless employed could establish 
individual retirement plans which would give them the same tax en- 
couragement to save for old age as is now provided the officers and 
employees of corporations and the employees of other establishments 
and organizations. Such a resolution would transfer to the Treasury 
Department the task of spelling out the counterpart of sections 165 
(a), 23 (p), and related sections. I have been told by eminent attor- 
neys and members of this committee that this simple resolution would 
be ineffective, and that this committee would never hold a hearing on 
such a resolution. Nevertheless, | would like the members of this 
committee to understand the severe handicaps which the impossibility 
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of such a resolution forces upon those of us who are trying to bring 
about equality between different groups of citizens. 

What are those handicaps? In the first place, section 165 (a) does 
not specify any maximum amount of pension in dollars or as a per- 
centage of payroll. Rather it implies that if the highest paid officers 
of a corporation wish to set up an expensive pension plan, that plan 
must provide formulas which establish a reasonable relationship be- 
tween the pensions to be paid the highest salaried employees and the 
lowest salaried, often those in the $3,600 class. Nor does this section 
specify the maximum contribution or the average contribution of an 
employer to an approved pension plan either in so many dollars per 
annum or as a certain percentage of the salary of a ni amed employee. 
On profit-sharing the limit of 15 percent of compensation is set forth 
in section 23 (p) (1) (C). Ishall later point to an instance in which 
the employer’s cuene to the pension plan on behalf of a single 
employee is as much as 100 percent of that employee’s salary. I am 
not attacking the wisdom of the members of the House Ways and 
Means Committee who drafted section 165 (a) in 1942. But when this 
section was under discussion in 1942 and at your hearings on May 12, 
1952, I objected and do now object to the exclusion of the self-em- 
ployed. Iam only trying to make it clear to the present members of 
this committee that those of us who are speaking in support of H. R. 
10, 11, 2692, and 6114 do labor under a very real handicap in explaining 
that these bills, in essence, provide a “spelled-out” reasonable counter- 
part for the self employed and pensionless e mployed to the prov isions 
of section 165 (a). Furthermore, we are handicapped by the lack of 
data similar to those resulting from 11 years of operations under this 
section such as, for example, the average percentage relationship be- 
tween the amount that will be excluded yearly from taxable income 
under these bills and the total income or total earned income of the 
group who will be authorized to make exclusions. To be specific, I 
shall present estimates indicating that less than 2 percent will be 
excluded annually. It is my opinion that these bills can be regarded, 
therefore, as a reasonable set of rules which would be promulgated 
under the hypothetical resolution which I described above—a resolu- 
tion which would greatly simplify our task today. 

We must not forget that nontaxable employers are not prescribed 
or limited in establishing pension plans except for the effects of vest- 
ing provisions on the current tax positions of their employees. I 
am covered by a pension plan of a nontaxable employer; Mr. Roberts 
and Mr. Rapp are not. 

I shall first concentrate my attention upon the question of whether 
the lesser of 10 percent of earned income or $7,500 and the lifetime 
limit of $150,000 are high limits or low limits. Do these limits protect 
the public interest? I shall then turn to the question of the probable 
effects of these bills upon Federal revenue. 


NEW DATA ON THE 10 PERCENT LIMIT 


We are further handicapped today because the Bureau of Internal 
Revenue has not published a great deal of needed data on the 20,000 
approved pension plans, 

I notice in the hearings before your subcommittee on social security 
on the 24th of July there was testimony given Mr. Charles 
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Schwartz, chairman of the Technical Rules Division of the Bureau 
of Internal Revenue, to the effect that he thought 24,000 plans had 
been approved. That testimony has not been printed. So my figure 
of 20,000 approved plans may be in error. To my knowledge, that is 
the first statement before a congressional committee of how many 
plans have been approved. That indicates our great handicap in not 

aving accurate data. It will be necessary, therefore, to turn to un- 
official sources. The Bankers Trust Co. of New York City has pub- 
lished several analyses? of pension plans approved under section 165 

i). In one study of pension benefits offered by the 20 largest em- 
plovers in the United States, other than railroads, the employees were 
divided into 4 categories according to the average annual earnings 
from age 35 to 65. (See table 1 below.) For group 1 the average 

nual earnings were $4,950, for group 2, $13.450, for group 3, $28,800, 
and for group 4, $54,000. The average pensions were equal to 34.6 per- 









cent of the average annual earnings for group 1, 48.6 percent group 2, 
» percent for group 3, and 53.1 percent for group 4. (See table 2 
below.) ‘Table 3 shows the pension benefits for each class for 7 non- 





contributory pension plans and 12 contributory: the pension benefits 
ontributory programs are considerably less than double the 
nts under the 1 onecontributory programs 
I introduced into the hearings of May 12, 1952, detailed tables show- 
¢ that a lifetime limit of $150,000 on amounts excluded from income 
under the original Reed-Keogh bills would limit the maximum pension 
to approximately $1,000 a month or 16 percent of the average annual 
earnings of $75,000 which is required for the maximum pension if 
the maximum were financed by only 20 annual contributions. This 
lifetime limit of $150,000 is set forth on page 3 of the 4 bills now before 
the committee. 
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Earnings scale for each salary category used in illustration of pensions 
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urce: Bankers Trust Co., breakdowns from correspondence. 












1A Study of Industrial Retirement Plans, Bankers Trust Co., New York, 1953 edition. 
This edition is a study of plans established or amended in the period from early 1950 through 
the last months of 1950. The period from 1943 to the early part of 1950 was covered in 
four previous editions. 
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TABLE 2.—Pension benefits of the 20 largest employers in United States based on 
the future service formulas of their plans for salaried employces 


erage annuai cart 


Roebuck provides pensions 


ire not ian 


3 Pension benefits of the 20 largest employers in United States based on 
the future service formulas of their plar &s for salaried en ployeecs 


I NONCONTRIBUTORY PROGRAMS (7 COMPANITI 


s Roebuck | 


heretore 


Source: Bankers Trust , breakdowns from correspondence 


Likewise, $1,000 a month at age 70 is 32 percent of the average 


earnings of $37,500 a yeai the minimum average earnings over a 


period of 40 years required to obtain the maximum pens ion of $1,000 
a month by 40 annual contributions. Note that the maximum ratio 
of pension to average annual earned income for a $37,500-a-year man 
is 52 percent or twice the possible maximum percentage of pension to 
average earned income of a $75,000-a-year man. These bills definitely 
favor the man with a lower earned income. Note again that invest 

ment income does not count in determining how much can be excluded 
from current taxable income. In each of these cases—the $75,000-a- 
year man for 20 years and the $37,500-a-year man for 40 years—the 
lifetime contribution limit would be $150,000.2 I have established, 


2It may be helpful for me to state in this connection how I arrived at the $150,000 
lifetime limitation in attempting to provide an overall limit so that the advocates of the 
Reed-Keogh bills could not be accused of promoting legislation which would permit ex 
cessively high pensions to be financed by exclusions from earned income. An examination 
of the best information then available on pension plans already approved under sec. 165: (a 
clearly indicated that at least two-thirds of these approved plans permitted a maximuin 
pension in excess of $1,000 per month starting at a 65 Since age 70 is a much more 
realistic retirement age for the self-employed and since pensions starting at age 70 cost 
considerably less—the single premium is 10 percent less—-than pensions starting at age 
65, I assumed that a limit which would effectively prevent the financing of a pension 
excess of $1,000 a month on a cash-refund basis starting at age 70 would be conside! 


37746—53—pt. 3 24 
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therefore, the fact that the pension benefits contemplated under these 
bills at present annuity rates would range from 16 to 32 percent of 
the average annual earnings. But, according to the summary of the 
idents of pensions as a limit which would not be criticized by anyone as being 

s With this thought in mind I made a large number of computations id 

1 clear statement of the precise maximum amounts and maximum percentages of 

ne which could be set aside each r and the amounts which could be accumn- 

f age from ¢ to age 70. Setting forth these pairs of 

r ¢ ges would have required at least a half-dozen ] es 

fi to express these limits in uncomplicated language. 

mposed on the annual limit of the lesser of 10 percent 

simple to state. It also does the job almost as effec 

ch I developed. Hence, it was decided to use a lifetime 

and to avoid an extremely long bill I will 

computations to any Government agency or 


I selected as the limit a pension of $1,000 a 
age 70 because at least two-thirds of the new 
ved unde iring 1948, 1949, and 1950 permitted maximum 
PF$1.000 ar ] irtine at age 65, not at age 70 We now have data 
pproved during 1950. 1951. and 1! shown in the last columr 
e percentag f ins with no ni on Whatsoever on the maxin 
ne ) s ‘cent as compared 42 percent, and the number which permit pensi 
in excess of $1,000 a month is apparently at least 72 percent (63 plus 5 plus 4) as com 
I th 68 percent 
the pensions as a percent of average compensation 
$18,000 we note the y 4 percer f the pians 
And only 16 per 
ition. These pension 


insurance 
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pension plais of the 20 largest employers in the United States, other 
than railroads, the pension benefits would range from 34.6 to 53.2 
percent of average annual earnings: 16 to 32 percent versus 35 to 53 
percent. Are the limits in these bills too high in the light of these 
modest relationships between the pension benefits and compensation ? 
How high is high # 

The maximum is almost impossible for anyone to attain because 
only earned income counts. What about the average instead of the 
maximum amount of pensions ¢ 

Let me repeat my estimates based upon the surveys conducted by 
the United States Department of Commerce of the incomes of lawyers 
for 1947, the incomes of dentists for 1948, and the incomes of pliysi- 
cians for 1949. Is 1947-49 a good period for measuring the long-run 
pension prospects of lawyers, physicians, and dentists under this pro- 
posed legislation? This 3-year period has been selected as the new 
base period in the revision of the Consumers’ Price Index by the 
United States Bureau of Labor Statistics. I think most of you will 
agree that 1947-49 is now considered in Washington to be a pretty 
good base period, as it has been adopted by the Bureau of Labor Sta- 
tistics. The indicated average monthly pensions—starting at age 70, 
not at age 64—would be $146, $140, and $208—23, 24, and 21 percent 
of average income in the years cited. Would io then say the limits 
of 10 percent, $7,500, and © 150,000 in these identical bills permit 
pensions of unreasonable amounts? Pe ss ri are expensive. 

In the 7 noncontributory pension plans in the Bankers Trust Co. 
survey, the pe — benefits would equal 30.9 percent of average earn- 
ings In group 1, 39.1 percent in group 2, 41.8 percent in group 3, 
and ; e percent in group 4. Again I ask if the limits in H. R. ! 
H. R. H. R. 2692, and H. R. 6114 can be regarded is contrary 
to the a lic interest when they establish maximum eee 1s, Which 
prac tic ally no one could attain, of only 16 to 32 percent of average 
earned income? Note that these percentages have no bearing on what 
percentage of the salary is contributed by the employer under nor- 
mal—annual—credits as compared with past service credits. Rather 
they apply to the pension benefits, not to contributions. 

The point I am trying to male is that in any general analysis of 
approved pension plans today, we are forced to the cone lusion that 
in anything like comparable situations your employee pensions that 
are anticipated are far in excess of the maximum that would be pos- 
sible under these bills and practically unattainable. 

Another source of information is a study of the National Indus- 
trial Conference Board entitled “Compensation and Pensions for 
Executives, Studies in Personnel Policy, No. 111, New York, 1950.” 
An extreme example cited is an employee of a firm in the cement 
industry receiving a salary of $72,600 in 1949. cornet its to a pet 
sion fund in 1949 for his benefit were $83,700, or 115.3 percent of hi 
Si als ary. This study presents data on the 3 highest-] said employe es of 
1,275 companies in 120 industries, but certain pension data are pre 
sented for only 90 industries. In these, the average contr ibutions to 
pension funds ranged from 4.3 percent of salary to 87.4 percent of 
salary. From these data we have computed the percentage relation- 
ships for the average of the highest-paid executive of the firms in 
each industry. In 26 of the 90 industries the contributions to pension 
funds were 1) percent or less of salary, but in 64 of the 90 industries 
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the contributions to pension funds exceeded 10 percent. The median 
contribution to pension funds was 13.4 percent, and in 33 industries 
the pension contributions exceeded 15 percent of the salary. These fig- 
ures would not be so high if they were based upon salary plus bonus. 
Some executives also benefited, however, from profit-sharing plans. 
Also, there are indications that contributions are higher now than 
when this study was made.’ Many of these top executives are un- 
doubtedly over 50 years of age, and a portion of the contributions 
made by the employer to the pension funds is for past-service credits ; 


and a portion of the contributions is made for only a few years before 
retirement. Nevertheless, these percentages indicate that the 10-per- 
cent limit in H. R. 10 is not excessive. In a separate tabulation of 
data from this source it is also indicated that in 95 industries the 
among of the pension benefit ranged from 1.5 percent of salary to 38.4 
percent of the average current salary of the top executives; it was at 
least 15 percent in 74 industries, and over 20 percent in 50 industries. 
Again, these ratios cannot be explained away by reference to past- 
service credits paid for only a few years. Unfortunately, this source 
does not provide a complete picture for a $75,000-a-year man and a 
$37,500-a-year man. This 38.4 percent is well above the 32-percent 
maximum for the $37,500-a-year man under H. R. 10, and far above 


Top Management Compensation, Studies in Labor Statistics, No. 8, by 
istrial Conference Board, Inc., provides 1951 data on salaries, payments 
d anticipated pensions for the 3 highest paid executives of 1,157 com 
‘ than Compensation and Pensions for Executives, Studies in 
the NICB, which gave 1949 data, the current study provides 
he 3 highest paid executives in 1,157 companies in 114 industries com- 
120 industries in the prior study. Two industries, automobile frames 
istons, have been added, while 8, miscellaneous textile products, pens and 
ig companie personal finance companies, ocean transportation, fuel and ice 
ries, and warehouse and terminal store, which were included in Compensa 

ns for Executives, have been omitted 
ges of averages for the highest paid executives in each industry computed from 
a presented in the study show that of the 67 industries for which payments to 
plans are presented, or 11 had average contributions of less than 10 percent of 
ry Contributions of 10 percent or more but less than 20 percent were made 
f the 67 industries, of 20 percent or more but less than 30 percent by 11 of the 
stries, and of 30 percent or more by 7 of the 67 In the 1949 study only 3 of 90 
ies had payments in excess of 30 percent, and 10 had payments of 20 percent or 
The lowest average industry contributions to pension programs in 1951 was 5.7 
d the highest 44.4 percent of annual salary. The range in 1949 was from 4.% 
S7.4 percent; howéver, excluding the 1 truly exceptional case, the upper limit 

perce! 

| of 71 industries provided sufficient information on salaries and expected pen- 
ke it possible to compute percentages of average pensions represented of annual 
> industries only 1 had an average expected pension of less than 10 percent 
This compares with 7 industries in the 1949 study. Pensions in the range 
mut less than 20 percent of annual! salary occur in 18 of the 71 industries 
» of 20 percent or more but less than 30 percent for pensions included 37! of the 
ries Pensions in excess of 30 percent were anticipated in 15 industries In 
f the 95 industries in the 1949 study had expected penions in this range. The 
» 1951 data was from 7.1 to 35.9 percent, of the 1949 data from 1.5 to 38.9 


ve pointed out that the data for the 2 years for any one industry are not com 

number of firms included in the industry averages vary and the specific 

luded may differ in the 2 years in those figures which are based on the same 

fir? The data do show an interesting trend in the direction of more generous 

is and larger pensions Certainly a limit on exclusions from taxable income 

cent of earned income cannot be considered too generous in the light of the con- 

ms being made to these plans for the benefit of the highest paid employees which are 
tly escaping taxation 
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the 16-percent maximum for the $75,000-a-year man. Again the evi- 
dence supports our claim that the limits in these bills are very reason- 
able counterparts to section 165 (a) in operation. 


THOSE NOW AGE 55 OR OVER 


Consider the special rule on page 3 of these bills. It provides a 
counterpart to past-service credits—so commonly incorporated into 
pension plans only for those who have already reached their 55th 
birthdays. This special rule will be null and void after 1973 as a pei 
son age 55 on January 1, 1953, would, of course, attain age 75 on Jan- 
uary 1, 1973, and the special rule terminates at age 75; furthermore, 
he would attain age 56 on January 1, 1954. The special rule will not 
apply to those who cross the age D5 line in the future. It is intended to 
take care of a special, temporary, and disappearing situation. The 
aX DUI percentage vutho zecl under the C1 al rule is Zu, and for 
only | year for a man who is now 75: his total maximum would be 
OU percent ~U percent p! is 10. Contrast this modest absolute max 
mum of 30 percent for 1 year only with the 60, 70, 80 percent—even 
115.3 percent already noted under the tax-exempt 165 (a) plans. 
When I testitied on May 12, 1952, on the original Reed Keogh bills, I 
prese! ted several tables desiened to show the Maximum pension Sturt- 
ing at age 75 which could be attained under this proposed special rule 
by one who exe luded the maximum amount ea h year from his earned 
income. Since I testified, the $150,000 lifetime limit, which I also 
proposed, Lis been mace applicable to this Sper inl rule: that Ss, to the 

ist-service credits. So L wish to make at this time a correction in 
column 11 of table 1 on page 96 of the hearings of last May 13. 
According to that tabl, the maximum monthly pension starting at 

| 


plus the maxXi- 
mum contribution under the special rule—as past-service credits— 
would be $1.159 a month. When these past-service ¢ redits or add 

tional exclusions are subjected to the limiting influence of the lifetime 
limit of $150,000, this maximum case of a man age 56 in 1954 who 
received $75,0U0 of earned Income every year for the next 20 years al d 
vho survives those 20 years is reduced from a monthly pension of 


ution 


age 75, financed by the regular maximum conti 


$1,159 to a monthly pension of $1.054.4. Hence this fortunate person 
at a iil Pyhuidn eligible age for the sper ial rule could exclude L] pel 


cent or $8,250, but not for 20 years, because his lifetime total cannot 
exceed $150,000. Likewise I reported the maximum of $1,156 a month 
for a person age 57 in 1954; that amount would be reduced to $1,040 
amonth. Fora person 1 year older now the maximum pension would 
be reduced from $1,201 to $1,027 a month. Thus, even under the 
special rule the maximum pension would also be about $1,000 a month. 








*If we assume that taxpayers who are past age 55 when these bills become effective and 
who are earning at least $75,000 a year take full advantage of both the normal and past 
service provisions of the bills, those age 56 through 66 would exclude the $150,000 lifetime 


limit prior to age 75 The funds would accumulate at compound interest for a longer 
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Note especially that the past-service credit is used to finance a pension 
starting at age 75 when the single premium is almost 20 percent 
cheaper than it is at age 65. Furthermore, if the pension were to 
start at age 65, after only 10 years of accumulations on $8,250 a year, 
the maximum pension would be $462 a month. 

The emphasis in my computations on the amounts of the monthly 
benefits starting at ages 70 and 75 should not obscure the flexibility 
of this voluntary pension system. Age 65 is the minimum age set 
forth in the bills when benefits can start. They can start then regard- 
less of the amount of current income. The bills do not specify a 
“work rule” on maximum earnings between ages 65 and 75: neither 
does section 165 (a). I have not attempted to show how much lower 
the monthly benefits would be if the benefits started at any age between 
65 and 70 or 70 and 75, although I am sure the technical staff can 
easily discern that in my tables. 


period of tir “ase if the normal contribution were made each year 


and the past re made in the same number of equal payments. The 
possible pension : 
lable C below ind 





um annuities possible at ages 56 through 















75. Column 

(2) shows the annuities possible rmal and past-service credit accumt ions if the 
$150,000 is not applied (Col. (2 ars as col. (11) in table 1 on p. 96 of the hearings 
held by this committee on May 13 2, Postponement of Income Tax on Income Set Aside 
for Retirement.) Column (3) sh he effect of the $150,000 lifetime limit. Note that 
the pensions of those 67 and over are not affected, since they could in no way exclude 
$150.000 and receive the pension at age 75. Column (4) gives the possible annuities if 
the taxpayer excludes the maximum each year until he reaches the $150,000 lifetime limit 
For example, a taxpayer aged 56 could exclude 11 percent of earned net income or, for 
the $75.000-a-year man, $8,250 for a period of 18 years and make a final payment of 
$1,500 at the re of Ti A man who had attained age 57 could exclude 12 percent of 
earned net income, $9,000 for 16 pa ments, and have ilance of $6,000 to pay at age 72. 
One who had reached age d exclude $9,750 (13 percent) 15 times and make a final 





payment of $3,750 at the age of 72. 


TABLE (¢ Marimum monthly annuity at age 75 
Yormal nln fie 
| Nor il plu If $1 50.000 If 150,000 i is 
Attained age when act becomes effective eae » mit accumulated 
; ee ee , | no lifetime } as rapidly as 
mit applie 4 s i 
Aiiii po. Sivie 
1 2 (3 (4 
$ 59 $1. 054 $1,077 
1. 186 1,940 1, O68 
8 1, 201 1, 027 1, 058 
) 1. 20 1.01 1, 045 
1, 2 1, 000 1,031 
l R4 Qe 1, 016 
62 so 1, 159 974 997 
3 d 1,12 2 983 
64 1, 082 949 965 
; 1, 030 936 948 
971 924 941 
67 904 
68 S50 
) 748 ‘ 
~ 660 | 
pa 564 
7 462 
74 243 
75 OR ss wb dish ndsehidaded. bbe. << 
hese annuity payments are ¢ puted on the bas sis ofa cash refund annuity commencing at age 
75 witt mpound interest of 244 percent annually included in the total accumulations. 








| 
| 
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I do not know of any pension system in the United States today that 
has so modest a target as a maximum of $1,000 a month starting at 
the advanced age of 75. I would like to be informed if one is in exist- 
ence. I trust that I have shown the committee clearly and conclusively 
that the special rule is the very soul of reasonableness, and that per- 
mitting an extra exclusion of the lesser of 1 percent of the taxpayer’s 
earned income and $750 multiplied by the number of full years of his 
age in excess of 55, but not in excess of 20, is in the public interest. 
It is about the most moderate and severely restricted past-service 
credit that I have ever observed in any pension program. 

I have already stated above that on the basis of recent income sur- 
veys of three professions the average monthly pension starting at age 
70 on a cash-refund basis would be $146 for lawyers, $140 for dentists, 
and $208 a month for physicians. These averages are based upon all 
lawyers, all dentists, and all physicians. What about the effect of 
the special rule? What would be the average monthly pension start- 
ing at age 75 for lawyers, dentists, and physicians who have already 
attained age 55% The computations which I presented to the com- 
mittee a year ago in May estimated these monthly pension amounts 
to be $121, $72, and $131, with an allowance of 10 percent either way. 
These amounts are so reasonable that there would seem to be no basis 
for an objection to the special rule on the basis that it might finance, 
on the average, extremely high pensions starting at the advanced age 
of 75 years. After age 55 the earnings of most people decline. Self- 
employed physici ians are currently retiring, I might add, at a ae an 
age of 74 to 77 years. 


BASIS OF COMPUTATIONS 


I have based all computations of the amount of pension on the gross 
single premiums now being charged for a cash refund annuity starting 
at age 70, at age 75, and at age 65. The accumulation of the amount 
set aside each year has been made on the basis of compound interest 
with no allowance for gains from mortality. An allowance for gains 
from mortality, although proper in certain forms of group annuity 
underwriting, can have no place in these computations because we are 
talking about the Individual Retirement Act of 1953. There are 
individuals but no groups to the survivors in which the gains from 
mortality might be accredited. In case of death before age 65, the 
accumulations resemble free group life insurance benefits of the em- 
ployed. Individual accounting will prevail. Hence, I believe that no 
one can successfully dispute the use of compound interest during the 
period of accumulation. Some might, however, question the use of 
the gross single premiums for cash refund annuities starting at ages 
70, 75, and 65 in computing the amount of the pension. For ex: :mple, 
at age 70 the accumulation necessary to pitti ase a single premium 
cash-refund : annuity of $1,000 a month would purchase an : installment- 
refund annuity of $1,077 a month, or a no-refund annuity of $1,522 
a month. 
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I have chosen the cash-refund basis because the savings feature is so 
strong in this whole plan from the initial act of setting aside amounts 
out of current earned income until death. I do not see how a case 
could be made for the no-refund annuity under any general circum- 
stances, but 1 can see how some might argue for the installment an- 
nuity basis in making the computations. Since most purchases of 
immediate single-premium annuities are on the cash-refund basis and 
since most people would probably choose that basis under these bills, 
it seems reasonable to use that basis in the computations. Further- 
more, those individuals who elect to make their payments each year 
into trust funds would undoubtedly provide in the vast majority of 
instances for a cash-refund annuity. Nevertheless, one could argue 
that in the case of an unmarried man, the argument for the cash refund 
annuity basis is open to some question. A counterbalancing fact in 
my computations Is that I have assumed the annuity costs for males. 
‘The annuity costs for females would be higher because females live 
longer. Many female lawyers, doctors, and dentists who would save 
under this plan might elect one of the cheaper annuities because they 
would usually be single persons without dependents. On the whole, 
I feel that the cash-refund annuity is best because the purpose of the 
Individual Retirement Act of 1953 is to encourage saving for the re- 
tired years, and the husband must provide for the possibility that 
his wife will outlive him. A no-refund annuity would leave no in- 


come for the widow. Furthermore, under old age and survivors in- 
surance, the widow over 65 years of age will receive three-fourths of 
her husband’s monthly benefit. Finally, our target is age 70, not age 
60 When pension costs are considerably greater. 


I come now to [toss of revenue, | am sorry Mr. Mason is not here 
tO quiZ me as he did a ye ir ago. 


PHE LOSS OF REVENUE 


It is unlikely that any two persons experienced in pension work will 
make precisely the same assumptions in estimating the probable num- 
ber of dollars which will be excluded for retirement purposes under 
this pperettem in 1954 or in any subsequent calendar year. On the 
other hand, it is likely that the arithmetic computations of persons 
expel ienced in the pe nsion field will be correct. So the differences 
will be traceable to the assumptions made in the computations. Be- 
cause of the responsibilities of the Ways me Means Committee for 
Fe leral revenue, I shall try to make my assumptions explicit. 

First, I would call to your attention the unattractiveness of the 
severely Payee use of the funds excluded from current taxable 
income as set forth in the definition of the restricted retirement fund 
or restricte “l retirement annuity contr act mi ainly on pages 6, 7, 10, and 
11 of the bills, The savings and the interest accumulation thereon 
could be available prior to age 65 only in the case of death, in which 
the accumulated fund would become a part of the estate of the de- 
ceased, or in the event of permanent and total disability continuing 
more than 90 days. This is a far cry from a savings account in a bank 
or the purchase of stocks, bonds, real estate, or farmland because in 
these other forms of investment one can make a sale. The unattrac- 
tiveness of this plan from an investment standpoint is the most impor- 
tant consideration for the committee in attempting to estimate the 





| 
j 
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amount which will be excluded in any one year from taxable incom 
by all eligible persons and, in the second place, in attempting to esti 
mate the loss of Federal revenue. 

The second most important consideration is that only a portion of 
the total savings will be so used. Even long after this legislation has 
been enacted the self-employed and the pensionless employed will 
continue to buy automobiles, television sets, homes, stocks, bonds, real 

state, and farmland in addition to building up savings accounts, buy 
ine life insurance and annuities, and purchasing Government bonds. 
I would lay great stress on the fact that this form of saving for old 
age will be in severe competition with all forms of saving. ‘his is a 
voluntary pension plan; it is not a compulsory system. No one is 
forced to save and set aside the maximum of 10 percent of his earned 
income. But whatever lesser amount he chooses to set aside, every 
single dollar of it is savings. As any husband knows, the decision to 
save or not to save is usually made by the wife. So the propensity to 
save at all and the portion of savings which would be used in the man 
ner prescribed in these bills are the basic factors in estimating the 
temporary loss of taxable income to the ‘Treasury or the amount of 
taxable income deferred to the retired years of life. 

I shall consider the self-employed first and then make some general 
remarks about the pensionless employed. 

How great is the propensity to save? The agencies of the Federal 
Government are very generous in giving us statistics. ‘The Home 
Loan Bank Board placed the 1951 “long-term savy ings” at $7.2 billion. 
The Securities and Exchange Commission estimated “liquid savings” 
in 1951,to be $4.8 billion. The Department of Commerce placed 1951 
“personal savings” at $17 billion. In order to maximize my estimates 
of amounts that would be excluded from current taxable income, | 
have chosen to use the Department of Commerce’s figure (of $17 bil- 
lion) for personal savings, the highest of the 3 estimates; the corres- 
ponding figure in 1950 was $11.2 billion. What were the savings of 
the self employe din 1950? Personal savings were 4.8 percent of total 
personal income in 1950. Applying this factor to the average income 
of the 10 million self-employed in 1950 ($38,400), we have an estimate 
of $1,800 million for the self-employed. Note again, especially on 
page 3 of these bills, that the limit is 10 percent of the taxpayer's 
earned net income. For example, for the more than 3 million self- 
employed farmers who would be eligible under these bills, earned 
income is probably not more than one-half of the total income; the 
other one-half is probably investment income. This would also be 
true of the individual proprietors in most lines of business. In the 
professions, earned income is probably a larger percentage of total 
personal income. It would probably be safe to say that not more 
than two-thirds of the total personal income of the self- employed is 
earned income. If this be true, then the savings attributable to the 
earned income of the self-employed in 1950 is probably not in excess 
of $ $1,200 million. But we shall stick to the $1.800 million estimate of 
savings of the self-employed in order to keep our figures generally 
high, ‘and because it could be argued that the dollars one eligible person 
derived from investment income could be put into the restricted re- 
tirement fund or the restricted retirement annuity contracts pre- 
scribed in the bills. 
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What portion of this $1,800 million of personal savings of the 
self-employed would be devoted solely to the retirement plan pre- 
scribed in these bills? Considering all the other forms of invest- 
ment and the unattractive features of the restricted retirement fund 
ur the restricted retirement annuity contract provided by these bills, 
I would be greatly surprised if more than 10 percent were so used. 
Let us say $200 million. I shall call this estimate A. If the average 
rate of Federal income tax applicable to this $200 million in 1950 
had been 3314 percent, the loss of current Federal revenues in 1950 
would have been $67 million for all seif-employed. Estimate A may 
be compared with the total income of the self-employed in 1950. 
According to the July 1952 Survey of Current Business (p. 13), the 
income of unincorporated business enterprises in 1950 was $37 billion. 
This provides a rough estimate of the income of the _ employed. If 
the self-employed in 1950, as shown in estimate A, had used $200 
million of their savings under these bills they would have excluded 
from current taxable income 0.54 percent of the $37 billion of income. 
‘They could have excluded 10 percent of their earned income, but their 
earned income was certainly far less than $37 billion because a con- 
siderable portion of the $37 billion was not earned income; some of 
it was derived from other sources, largely investment. If we may 
assume that one-half of this income was earned income, it follows 
that $200 million was 1.1 percent of the estimated earned income of 
the self-employed. Assuming that two-thirds of the income is earned, 
this percetnage would be 0.8 instead of 1.1. 

The groundwork for estimate B was laid during my testimony 
a year ago. According to the table submitted at that time, the 
theoretical maximum which could be excluded by physicians, lawyers, 
and dentists, if every member of each profession were to exclude 
every possible penny, could not exceed $400 million. (This table, 
table D in Bull. 89, Bureau of Medical Economic Research, Ameri- 
can Medical Association, was not published in the hearings.) This 
theoretical amount has no real significance because few professional 
people could and would devote 10 percent of their earned income to 
these purposes. First, younger professional persons like other younger 
persons in the productive years of life have no particular interest 
in saving for old age. The *y are too young to be pension conscious 
and their saving period of life lies ahead. Employers and others 
familiar with pension plans know few people under 35 years of 
age and not too many under 40 years of age will elect to come under 
a contributory pension plan. They’re simply too interested in taking 

‘are of their young families and getting established in their own 
besaten to think about the risk of living too long. They are in the 
lower income groups. The second factor was stated under estimate A, 
namely, that a large number of professional people will not want to 
put all their savings in one basket. I think it would be very reason- 
able to assume that not more than one-third of these people would 
take advantage of the opportunity to save for old age offered under 
these bills, and they would set aside, on the average, only about one- 
third of the maximum possible amount under these bills. Since 
one-third times one-third equals one-ninth, it follows that by this 
line of reasoning we also arrive at the conclusion that professional 
people would probably set aside one-ninth of 10 percent of their 
earned income, or 1.1 percent of their earned income. That is exactly 
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similar to estimate A. So my second estimate, like my first estimate, 
is that this committee could expect the self- employed to devote 
about 1.1 percent of their earned incomes, on the average, to the 
retirement plans set forth in these bills. 

How does 1.1 percent compare with the average under industrial 
pension plans approved under section 165 (a)? According to the 
study by the United States Chamber of Commerce, Fringe Benefits, 
1951, the Nonwage Labor Costs of Doing Business, employers paid into 
pe nsion plans amounts equal to 4.6 percent of their entire payroll. 
This source makes no allowance for employees who are not covered 
by the pension plan. Presumably this amount paid into pension plans 
would aggregate something like 6 percent of the payroll of persons 
covered by the plans. Be that as it may, my point here is that my 
estimates show that about 1.1 percent of earned income, on the average, 
would be utilized by eligible persons and excluded from current taxes, 
and the chamber of commerce shows that the average is 4.6 percent. 
So my general conclusion is that the employers’ contribution—not 
thee mp loyees’ contribution—to ap proved pe nsion Pp ylans is about four 
times as high relative ly or percentagewise as would be the case under 
these bills. I am not proposing that restrictions be imposed on sec- 
tion 165 (a) of approved plans. Rather I am saying that the average 
amount set aside under this Individual Retirement Act will not aver- 
age more than one-fourth, dollar for dollar, that which employers 
will exclude from taxable income as business expenses. This is an- 
other way of saying that the combination of the restrictions in these 
bills and the economic pattern of the life of the self-employed person 
would combine to pro luce ane xtremely modest pe nsion system. 

Those of us who have been working for years trying to eliminate 
the discrimination against the self- employed under section 165 (a) 
grow somewhat weary of charges that 10 percent is a high limit be- 
cause the average contribution of American implene rs 1s about 4.6 
percent of payroll. We grow weary of that line of criticism because 
our critics are guilty of comparing a maximum with an average. They 
have not sugg ‘sted that a maximum limit of 10 percent of the com- 
pensation of each and every employee should be written into section 
165 (a). That is the limit under these bills, except for those now age 
55 or over. The absolute maximum is 30 percent—and for only 1 year. 
I have already a instances in which the contribution of at least 
one employee in a large industry exceeded 100 percent of his com- 
pensation. We ‘feel, and we feel deeply, that these people who are 
harping on the 10-percent limt for each and every individual who 
will become eligible under the bills are trying to make it appear that 
they are talking about a maximum as if it were an average. ‘There is 
no maximum under section 165 (a). I hope that the work that I have 
done in preparing this testimony for the committee will demonstrate 
completely and without any question whatsoever that the 10-percent 
limit is an extremely reasonable limit for a measure which is designed 
to give the self-employed the counterpart of the pension advanti ages 
available to the employed under section 165 (a). I shall continue the 
discussion of the misuse of this 10-percent limit after considering the 
pensionless employed. Note that my estimate at the hearings a year 
ago, $500 million excludible annually by the self-employed; now, 15 
months later, it is only $200 million. 
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PHE PENSIONLESS EMPLOYED 


So much for the estimates of the amounts that can be expected to 
be set aside in one year, excludable from current taxable income, and 
the probable loss of revenue on account of the self-employed. Before 
turning to the pensionless employed it would be necessary to get a 
bird's-eye view of the general pension situation in the United States. 
Here again we are handicapped because of the absence of compre- 
hensive studies Based upon general and sper ifie information from 
a variety of sources I would estimate that something more than $3 
billion a year is being excluded from taxable income by employers on 
wccount of the employers’ cont ribution to approved pension plans and 
protit sharing trusts; most of the latter will mature into retirement 
benefit programs. It is unfortunate that the Bureau of Internal Rev- 
enue has not been asked to prenare a study which would reveal the 
exact amount of employer contributions excludable from taxable 
come. On the matter of the number of gainfully employed covered 
by pension plans, the recent report “Pensions in the United States” 
was published by the O'Mahoney committee.© Roughly, the situation 
is about as follows: 11 million of the 61 million gainfully employed 

» self employe d and therefore excluded by law from tax deferment 
for pension purposes. Of the remaining 50 millon gainfully em- 
plo yed, 17 million or possibly 18 million are covered by a wide variety 
of pension plans including those of nontaxable employers such as 
employees of school districts, local, county and State governments, 


charitable, scientific, trade associations, and so forth. This leaves 
approximately 32 million gainfully employed = who are ap- 
parently not now covered by pension systems. Since we are not dis- 


cussing the Social Security Act, I shall omit any comments about the 
number of persons covered under “Old age and survivors’ insurance.” 
Many of these 32 million are young, too young to be pension con- 
cious; and many of them will undoubtedly come under pension sys- 
tems before they reach retirement age. 
It is very difficult to interpret the significance of these 32 million. 
I shall try to keep away from details. It seems to me that the pension 
problem of those of these 32 million who are under 35 or 40 years of 
ge is not too serious although there are pension experts who will 
differ with me on this observation. I have tried but failed to obtain 
data on the age distribution of these 32 million. Judging by the rapid 
increase in recent years in the number of pension plans approved 
under section 165 (a) as well as a variety of surveys of pension plans 
of nontaxable employers, | think it is reasonable to expect a fairly 
rapid decrease in that figure of 32 million. But at the present time 
my best guess is that there are 32 million pensionless employed persons 
in the United States. If everyone of them were to exclude, in 1954, 
percent of his earned income the effect on the Treasury Depart- 
ent would be very bad indeed. When I appeared before you last 
vear, Mr. Mason quizzed me on this question of how much the pension- 
es employed might be expected to exclude under this proposed legis- 
la tion. I tried to make it clear to Mr. Mason and to other members 
the committee at that time that I felt I had a reasonable basis for 
ing an estimate of the amounts that would be excluded by the self- 


ee 


of 
1\ 


\ study prepared for the Joint Committee on the Economic Report by the National 
Planning 


Associatior U. S. Government Printing Office, Washington, 1952, p. 106 
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emploved but not for the pe ‘nsionless employed. I regret to state to 
the committee and to Mr. Mason especially that I have made no 
progress in developing this estimate which you really need. M) 

general observation—based upon some years of work as a pension con- 
sultant and as a longtime student of pension problems—is that only 


a very small percentage of the pe nsionless employe “1 under 355 or 40 
vears oft age would nie ike any use whatsoever of the privilege ot de- 
ferring taxes for pension purposes under these bills. At least I think 


that would be the case for some years to come. I do grant the possi- 
bility that a continual process of education by insurance agents and 
the trust departments of banks might possibly make these younge1 
workers pension conscious. I daresay that most employers experi- 
heed In pension matters would give the committee the same general 
opinion about the prospects of usage by the younger pensionless em- 
ployed. On the other hand, the ve ry existence of the opportunity 
extended by these bills to the pensionless employed would undoubt- 
edly induce them to urge their employers to set up pension plans. 
This result would be in the public interest. 
The Individual Retirement Act of 1953 1s a very different propos 
tion from the ordinary industrial pension system because each pension 
less employed person would have to have a self starter. Not one of 
them VW vald be forced to come unde r the provisions ot these bills. 
Their decision to save or not to save would be purely voluntary. And 
there is much evidence that among those whe decide to save there 
would probably be relatively few who would wish to put their savings 
into a restricted retirement fund or a restricted retirement annuity 
contract that they could not touch prior to age 65 except m the case of 
permanent and total disability lasting more than 90 days. It must 
be stressed again and again that these bills merely provide an oppor- 
tunity to save for old age under favorable tax treatment. But these 
bills will not compel anyone to have. The desire to save must come 
first. These younger pensionless employed are far more interested 
in the immediate problems of their lives and of their young families 
than they are in thinking about their retirement several decades 
hence. 

Again I want to apologize to the committee and express my very 
deep regret that 1 cannot provide the committee with even a “guesst! 


\ 
> 


mate” of the probable amounts, which the 32 million pensionless em- 
ployed might set aside annually and, thereby, exclude from current 
taxable income. It is quite possible that the members of the Com- 
mittee, the technical staff of the committee or of the Treasury Dx 
partment can find some answer to this statistical puzzle. I feel quite 
sure that it will not be a large sum of money. Furthermore, I believe 
that it is in the public interest to give these people favorable tax treat- 
ment and encourage them to save for old age and, thereby, encourage 
the establishment of many more pension plans by their employers. | 
think this so strongly that I have no hesitation in urging the commit- 
tee to go ahead and enact this legislation without the benefit of any 
reasonable estimate of the amount the pensionless employed will set 
aside and the amount of current revenue loss. It is morally right. The 
self-employed are stopped cold by the discrimination in section 165 (a) 
which confines the benefits thereunder to employees. 
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COUNTERPROPOSALS 


The committee may be unaware of the number of items which have 
been published in recent months on the question before us today. Some 
of these items indicate that certain one will be presented 
to the committee for consideration. I am handicapped by not having 
these specific proposals before me in preparing this testimony but I 
feel that I should make a few comments about them before summariz- 
ing my testimony. I understand that one of these proposals involves 
a combination of these bills with suitable amendments to the Social 
Security Act which would reduce the earned income figure by $3,600 
a year before computing a maximum of 10 percent excludable under 
these bills. Unless there are questions from the Committee, my only 
comment on this proposal at this time is that I believe it is a matter 
for your Subcommittee on Social Security to study as our only purpose 
here today is to discuss four identical bills which would amend the 
Internal Revenue Code but would not in any way change the Social 
Security Act. I would, therefore, consider that I was out of order if 
I made any comments on this first ‘counterproposal. 

The second counterproposal demands more attention. I shall call 
it the “Insurance company counterproposal” for want of a better term 
as, to my knowledge, it has been suggested only in insurance pub- 
lications. I am not at this time aware of all the details. The prin- 
cipal point involved for our purposes is the contention that the aver- 
age contribution of the employer to approved pension plans is prob- 
ably close to 5 percent of the salary or wage. ‘This figure seems to be 
supported | yy the publication of the Chamber of Commerce of the 
United States entitled “Fringe Benefits, 1951”; it may be supported 
by independent investigation. The Chamber of Commerce study did 
indicate that 4.6 percent of the gross payroll—which usually exceeds 
the payroll of the persons currently covered by the pension plan— 
of a large number of industries was the amount of the average con- 
tribution to pension plans. The sponsors of this counterproposal 
apparently have forgotten the rest of the study of fringe benefits 
which placed the total fringe benefits at 18.7 percent of gross payroll. 
Pensions are only one form of fringe benefits enjoyed by the em- 
ployed and not enjoyed by the self- employed. Among these other 
fringe benefits are free life insurance premiums, separation allow- 
ances, discounts on goods and services purchased from the company 
by employees, paid rest and lunch periods, paid vacations, payment 
for sick leaves and holidays, payments for National Guard and jury 
duties and profit-sharing payments. It seems relevant to our general 
problem here today to remind those who are sponsoring the insurance 
company counterproposal that the self-employed obtain none of these 
fringe benefits. Any attempt to comple tely isolate the pension bene- 
fits from other fringe benefits ignores the full implications of fringe 
benefits. Stated in another way, before we start talking about the 
inequities which the bills before us might create and the remedies 
which should be applied, we should at least give the self-employed a 
chance to catch up on one portion of these fringe benefits. 

This counterproposal, I understand, includes the suggestion that 
the people excluded from these bills, mainly those now covered by 
some type of pension plan, should be permitted to exclude 5 percent 
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of their salary under these bills because the employer, on the average, 
only contributes 5 percent; 10 percent less 5 percent equals 5 percent. 
This particular proposal is advanced as a matter of simple equity. 
But I believe that it is nothing of the kind. Earlier in this state- 
ment I have reviewed some of the available information which show 

that contributions equal to 20, 30, and 40 percent of salary are very 
common. Certainly such persons should not, in the public interest, 
hide behind the ave rage contribution of 5 percent, They would have 
to be segregated so that no blanket rule could be applied to them if 
their employers were currently contributing to a retirement plan 
more than 5 percent of their salaries if this counterpart is not to intro- 
duce a new pension inequity. ‘The excellent statement filed with the 
committee at the he: wWihys iF tust vear by the Life Associa tion oO f Amer ica a 
and the American Life Convention pointed out the impossibility of 
administering the original Reed-Keogh bills because most employers 
cannot ascertain how much of their gross contributions to pension 
funds, say $100,000, is credited forever to the pension accounts of John 


Doe, Jo hn Smith, and John Brown. Acceptan ce of the correctness 
of this point is evident in the new bills now before you for consider 
ation. Now come the same insurance organizations with a proposal 


which would be equitable between citizens only if it were possible 
to do the things which the insurance organizations told you a year 
ago could not be done. 

Furthermore, it would seem to me that the first requisite for con 
sideration of this counterproposal would be to insist that it include 
a provision amending section 165 (a) and related sections so that the 
maximum contribution by the employer for any person would be 10 
percent of his salary except in the case of past-service credits. Asa 
matter of fact, the Chamber of Commerce study showed that the insur 
ance comp: nie sre porting gf on their pel sion plans were contr ibuting an 
average of 6.2 percent, not 4.6 percent, of payroll to their pension 
funds. According to the Transactions of the Society of Actuaries 
(1952 Western Springs meeting, No. 4, 1952, p. 354) one insurance 
company is paying into pension funds 13 percent of salary “across 
the board.” 

Some good may come out of this counterproposal by the insurance 
companies when it is explained in full. 1 hope that in the final draft 
they come up with a solution to the problem which we have not been 
able to solve, namely, a wise and just method of permitting with 

lrawals from the restricted retirement annuity or the restricted retire- 
ment fund prior to age 65. Mr. Roberts and Mr. Rapp have already 
referred to the unattractiveness of this feature of the bills to younger 
taxpayers. But we have not been able to suggest any modification 
which might not, at the same time, conceiv: ably convert this bill from 
a modest pension plan to a clever system of tax dodging. 

A fourth comment on this counterproposal is discernible in my refer- 
ences to the relationship of pension benefits under approved, tax- 
exempt pension plans. This differs from the relationship of the con- 
tribution of the employer to the amount of the salary. If one keeps 
in mind the amount of benefits under these bills rather than the 
amounts that have to be set aside to produce those pension benefits he 
will, in my judgment, see the problem much more clearly. I have 
given in this testimony what I trust is abundant information on the 
range of pension benefits expressed as percentages of the amount of 





LS5S GENERAL REVENUE REVISION 


the employee’s compensation which is 50 percent to 100 percent greater 
in comparable situations than would be provided for under these bills. 
: his counterproposal will have to come to grips with the question of 

enefits as well as with contributions be fore a reasonable case for the 
charge that this bill will create new discrimination can be established. 
Keeping the attention riveted on contributions conceals the main 
point of the story which is to be found in the benefits which the self- 
employed could obtain during their retired years. Would, for ex- 
ample, the sponsors of this counterproposal be willing to urge an 
naan to section 165 (a) which would prohibit pensions in excess 
of 382 percent of salaries up to $37,500 and 16 percent of the salary of 
hie $7: »,000 employee? And provide reduced pensions if they start 
efore age (U0 ¢ 

One final comment should be made at this point. Earlier in my 
testimony I estimated that contributions of the self-employed to the 
retirement arrangements authorized by these bills would, on the aver- 
ive, not exceed 1.1 percent of their earned income. ‘This is a far cry 
from the 4.6 percent or 5 percent which is used as the lever in this 
counterproposal. I urthermore, the advocates of this counterproposal 
have confused an average with a maximum. ‘The maximum under 
this bill is fixed rigidly at 10 percent, a rather unfortunate but neces- 
ary feature of the limits in these bills. It is unfortunate because 
under many approved pension plans the employer’s contribution in- 
creases as the employee grows older and approaches retirement age. 
We have seen no way to provide a flexible limit other than the penes 
sions of the special rule for past-service credits for those now over 
55. Flexibility in the maximum percentage would come nearer to 
fitting the facts of life regarding the costs of annuities. This counter- 
I proposal, if it included a provision that no person covered by a pension 
pli in could exclude 5 percent during those years when his employer was 
contributing more than 5 percent, would run head on into these pension 
facts of life. Asatypical person covered by an approved plan grows 
older in his work, he would, under many pension plans, be the reby for- 

idden to continue to exclude his 5 percent. And the cutting off of 
a privilege would come at the very time in life when he and his wife 
would be most willing and most anxious to save for old age. 

If the committee wishes, I shall be glad to file a brief on any and all 
counterproposals which are introduced in the testimony here today. 





AGAIN, THAT CONGRESSIONAL RESOLUTION 


Before leaving this question of counterproposals, I should like to 
return to the simple congressional resolution which I discussed as a 
ubstitute for H. R. 10. The data which I have presented will, 1 
trust, indicate to the committee that the limits are exceedingly reason- 
able and that they will produce, on the average, pension benefits of ex- 
tremely moderate amounts as compared with tax-exempt pension plans. 
I have also pointed out my reasons for believing that about 1.1 percent 
of the earned income of the self-employed would be excluded from 
current taxable income under these bills. This average of 1.1 percent 
woul | be about one-fourth as high as the average percentage of salary 
which employers are currently setting aside in pension plans approved 
under section 165 (a). I have repeatedly urged the committee not to 

mfuse an Saas rate of contribution with a maximum rate. There 
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is nO maximum rate under section 165 (a) but there is a maximum 
rate of 10 percent in these bills. In discussing the counterproposal 
of the insurance organizations, to the extent that I understand the 
terms of that counterproposal, I have said that, if they are going to 
se the average rate of contributions as a maximum, certain restricting 
amendments to section 165 (a) are in order. With reasonable allow- 
ances for the differences in the economic pattern of the lives of the 
self-employed, I believe I have shown the committee conclusively that 
these bills establish a reasonable set of rules which would provide the 
11 million self-employed, treated as a class, with pension benefits and 
contribution privileges which are more moderate than those permitted 
under the plans actually approved under section 165 (a). At the 
beginning of my testimony today I expressed the wish that the objec- 
tive of these bills might be effected by a simple congressional resolu- 
tion directing the Treasury Department to establish a set of rules 
which would produce an equitable situation for the self-employed. 
I trust that our testimony today will demonstrate that these bills do 
establish that reasonable set of rules. 


THE GAP IN PENSIONS 


Most of us here today believe that pensions are good. It is the ac- 
cepted American position. I represent an association whose members 
have been and will continue to do all they can to make the pension 
problem worse in numbers. Although working people are healthier 
and more able to save, in a sense, what we are dealing with here today, 
is the backwash of medical progress. We are dealing with the privi- 
lege of dying old instead of dying young. The median age at death 
in 1900 was 30 years; now is it 67 years. When you think ‘of the long 
history of the human race, of the centuries of pestilence, famines, 
wars, and starvation that wiped out so many people that the average 
made or female didn’t live long enough to have a cancer or heart 
problem and then you look over the present records on vital statistics, 
you find we are living in a brand-new era. I like to call it an era in 
which people are becoming age-conscious rather than class-conscious. 
I like to call it an era in which we have become pension-conscious and 
are no longer interested in the class struggle doctrines of Kar] Marx. 
Medical progress, better food, better sanitation, better housing are 
keeping many people alive today. Indeed, the privilege of dying old 
is our national health crisis, our pension problem. 

The enactment of the Social Security Act in 1935 was a definite 
commitment by the American people to the proposition that pensions 
are so good the Government should do something about them. The 
action of this committee in 1942 in writing section 165 (a) is the sec- 
ond milestone along the road to kindly and sympathetic treatment of 
the problem of living a long life instead of a short life. The third 
great step in that process is incorporated in the bills before you. 
That step, gentlemen, is to give to the self-employed and pensionless 
employ ao a decent opportunity to save for old age under favorable 
tax conditions. You cannot make them save, but you can encourage 
them to save for their old age. Until the Congress takes this third 
step there will be a gaping hole in the new wall of protection that our 
Government has thrown around our aging population. Thank you. 


37746—53—pt. 3 25 








1860 GENERAL REVENUE REVISION 


The Sea ee. Thank you very much for your contribution, Doc- 
tor. Are there any questions # The Chair hears none. 

The next witness is Brig. Gen. James A. McCallam of the Ameri- 
can Veterinary Medical Association. 


STATEMENT OF BRIG. GEN. JAMES A. McCALLAM, AMERICAN 
VETERINARY MEDICAL ASSOCIATION 


General McCatiam. Mr. Chairman and members of the commit- 
tee, I am James A. McCallam, brigadier general (retired), a doctor 
of veterinary medicine. I am appearing on behalf of the American 
Veterinary Medical Association, of which I am the president, and, 
also, its Washington representative. 

The association appreciates the opportunity to have a representa- 
tive appear before this committee concerning the subject matter of 
the establishment of voluntary pension plans by self-employed indi- 
viduals. 

Under existing laws, as you gentlemen are aware, self-employed 
professional persons are not eligible to participate in many approved 
vension plans in effect. Over 60 percent of the veterinarians in the 
UG Jnited States are in this ineligible category; 1. e., unable to exclude 
from gross income for tax purposes that portion of income paid with- 
in a taxable year for a restricted retirement fund or paid to a life 
insurance company under a restricted retirement annuity contract. 
Conversely, however, contributions toward a pension plan made b 
a veterinarian who is an employee are either tax free or tax deferred. 
This creates an incongruous situation and is, in our opinion, discrim- 
inating against profession: al workers and others because they are self- 
employed. Rather than encourage self- employed professional peo- 
ple to provide for their own security in their old age, the present sit- 
uation actually penalizes them for attempting it. 

The American Veterinary Medical Association believes an inequity 
exists under present tax laws that adversely affects the self-employed 
veterinarian and his family. 

The association requests that the 83d Congress recognize this in- 
equity and write into the tax law a provision authorizing deferment 
of taxation on funds used in payment of a retirement annuity until 
payments are made thereunder. 

Furthermore, the American Veterinary Medical Association goes 
on record as approving legislation such as in H. R. 10 and H. R. 11, 
bills introduced into the 83d C ongress, relative to the subject matter 
before this committee of the House. 

The Carman. We thank you very much, General, for your con- 
tribution. 

General McCatiam. Thank you, sir. 

The Cuarrman. At this point, without objection I offer for the 
record in lieu of appearance: 

A statement of the Honorable Frazier Reams of Ohio; 

Letter from the Commerce and Industry Association of New Y ork; 

Statement of the National Association of Life Underwriters; 

Statement by the American Life Convention and the Life Insur- 
ance Association of America 

Statement of Mr. John We estbrook Fager, attorney of New York 
City; 


| 
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Letter from Mr. V. Bruce Donaldson, Jr., president of the National 
Funeral Directors Association : 
Statement from the American Guild of Musical Artists; 


; 


Letter from Dr. Paul E. Jones of the American Dental Associa- 
tion: and 


Letter from Mr. G. Keith Funston, president of the New York 
Stock Exchange. 

Without objection they will be made a part of the record. 

(The documents referred to are as follows:) 


STATEMENT OF HON. FRAZIER REAMS, MEMBER OF CONGRESS, NINTH Onto District, 
'ToLepo, OHIO, URGING PASSAGE oF H. R. 10 AND H. R. 11 


Mr. Chairman, I wish to endorse the principle contained in H. R. 10 and H. R. 
11 which is a bill which would provide a plan whereby individuals may set up 
a voluntary pension fund under the same encouragement as is given by the 
laws at the present time to officers and employees of corporations and businesses, 

It seems to ine to be simple justice to provide that the clergyman, the physician, 
the educator, the engineer, the architect, tiie lawyer and the self-employed busi- 
nessmen should have the same opportunity to provide an individual retire- 
ment for himself as do the employees of Government and business. 

May I also support my testimony on this subject by making a part of my state- 
ment a resolution adopted by the Toledo Bar Association requesting that the 
provisions of H. R. 10 and H. R. 11 be incorporated into the United States Internal 
Revenue Code and recommendations submitted and approved by the State bar 
committee on professional economics, both of which are attached hereto. 


RESOLUTION OF TOLEDO BAR ASSOCIATION, TOLEDO, OHIO, MARCH 11, 1952 


Whereas the present high levels of federal taxation on earned income make it 
virtually impossible for professional persons and other recipients of earned in- 
come to provide for their retirement from their income; and 

Whereas the problem of providing retirement benefits has to a great extent 
been sulved for corporate employees by section 165 of the Internal Revenue 
Code; and 

Whereas the need for such retirement benefits is equally great in the case of 
professional persons and other persons having earned income not covered by a 
pension plan: Now, therefore, be it 

Resolved, That H. R. 10 and H. R. 11 providing for a type of pension plan 
applicable to professional persons, be approved by the Toledo Bar Association, 
in principle, and be it further 

Resolved, That notices of this resolution be forwarded to Members of Congress 
from Ohio with the suggestion that they give this legislation their favorable 
consideration, 

The professional economics committee of the Ohio State Bar Association recom- 
mends to the council of delegates that it go on record as approving legislation 
by Congress, providing for voluntary coverage for lawyers under the self- 
employment provisions of the Social Security Act and that it take steps in 
support of legislation to provide such coverage. 

The professional economics committee recommends to the council of delegates 
that it go on record as approving legislation by Congress which would embody 
in substance the principles of the Keogh and Reed bills, respectively. 


COMMERCE AND INDUSTRY ASSOCIATION OF New York, INC., 
New York 7, N. Y., July 28, 1958. 
Topic 36, Retirement Funds for Self-Employed and Others Not Covered by 
Existing Pension Plans. 
Hon. DANteL A, REED, 
Chairman, Committee on Ways and Means, 
New House Office Building, Washington, D. C. 

DEAR CONGRESSMAN ReED: Commerce and Industry Association of New York, 
Inc., wishes the following recommendation to be inserted into the record of the 
hearings of the Ways and Means Committee pertaining to the revision of the code: 

Large numbers of employees of corporations now participate in qualified pension 
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or profit-sharing plans. The effect of such plans is to defer for tax purposes to 
years after retirement a substantial part of the compensation currently earned. 
No such relief is now available to self-employed persons or to others whose 
employers have not established such plans. 

This substantial inequity should be mitigated by legislation that would permit 
self-employed persons and others not covered by existing pension plans to deduct 
from their taxable income limited amounts to be set aside each year in restricted 
retirement funds. Legislation along the several lines proposed in the Reed- 
Keogh bills, introduced last year, and reintroduced this year as the Jenkins- 
Keogh bills (H. R. 10 and H. R. 11) should be enacted. 

Sincerely yours, 
THOMAS JEFFERSON MILEY, 
Erecutive Vice President. 





STATEMENT OF THE NATIONAL ASSOCIATION OF LirE UNDERWRITERS 


The National Association of Life Underwriters, which is a trade association 
having a membership of upward of 55,000 life-insurance agents, general agents, 
and managers, wishes to take this opportunity to express to your committee its 
views on H. R. 10 and 11 (83d Cong., Ist sess.), which are hereinafter collectively 
referred to as the ‘““Jenkins-Keogh bill’ and the “bill.” 

As we understand this bill, it would permit a self-employed person or an 
employed person not covered or eligible for coverage under a qualified pension 
pian set up by his employer to exclude from gross income annually amounts paid 
by him into a bank-trusteed restricted retirement fund or toward the purchase of a 
restricted retirement annuity contract, to the extent that such amounts did not 
exceed the lesser of $7,500 or 10 percent of his earned net income, and subject to 
an overall lifetime limitation of $150,000 on such amounts. In addition, for any 
participant who happened to be between 55 and 75 years of age at the time of 
enactment of the bill, the above-mentioned regular annual exclusion would be 
increased by 1 percent of his earned net income, or $750, whichever might be the 
lesser, multiplied by the number of full years of his age in excess of 55. Upon 
reaching age 65 (or later retirement age), the participant would commence 
receiving distributions from the restricted retirement fund or payments under 
his restricted retirement annuity contract and would then report such distribu- 
tions or payments as taxable income. Prior to a participant’s reaching age 65, 
there could be no distributions from the restricted retirement fund or payments 
under his restricted retirement annuity contract to him or his beneficiaries, 
except in the event of his total and permanent disability or death. 

The Jenkins-Keogh bill is a revised version of the Reed-Keogh bill (H. R. 4373 
and 4371, 82d Cong., Ist sess.), on which this committee held hearings on May 13, 
1952. At that time, we filed with you a statement, dated May 9, 1952, which, while 
expressing our agreement with the general principle underlying the bill, also 
pointed out what we conceived to be serious defects and inequities in the specific 
provisions thereof. We still agree with the general principle of this proposed 
legislation but feel that the Jenkins-Keogh bill itself contains virtually as many 
defects and inequities as its predecessor. As we shall point out herein, it would 
(1) create a totally unwarranted and unjust discrimination against life insurance, 
(2) tend to produce widespread and unwise surrender and lapsation of existing 
policies, which would certainly not be in the public interest, and (3) by denying 
any sort of income exclusion to employed persons covered by pension plans, not 
only result in discrimination against such persons but also very likely have an 
unsettling effect on the thousands of pension plans now in existence, many of which 
are funded by life insurance. 

In the first place, while the Jenkins-Keogh bill, unlike the original Reed- 
Keogh bill, would encourage an individual to provide for his retirement through 
the purchase of a restricted retirement annuity contract or contracts, as well 
as through participation in a restricted retirement fund, he apparently would 
not receive the benefit of the contemplated income exclusion for payments made 
on account of existing annuity contracts otherwise qualified as restricted. Even 
more important, the bill would absolutely preclude the use of life insurance or 
endowment contracts as permissible methods of funding his retirement program. 
As your committee is undoubtedly well aware, life insurance and endowment 
contracts are immensely popular and sound investments in that they provide 
not only a means whereby the breadwinners in millions of families can, through 
the cash values accumulated under such contracts, assure themselves and their 
dependents of adequate retirement incomes but also invaluable life-insurance 
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protection in the event of their premature death. To exclude these types of 
contracts as permissible funding media under the Jenkins-Keogh bill would, 
we fear, lead many people, in their desire to obtain the current income-tax ad- 
vantages resulting from their participation in a restricted fund or their pur- 
chase of restricted retirement annuity contracts, to lapse or surrender existing 
life insurance and endowment contracts, to the eventual! detriment of themselves 
and their dependents. 

Accordingly, we propose that if the Jenkins-Keogh bill or similar legislation 
is to be enacted, it first be amended to include appropriate provisions permitting 
the use of both new and existing individual life-insurance and endowment poli- 
cies, as well as annuity contracts, as one of the methods whereby a taxpayer 
may fund his retirement program under the bill. Briefly stated, we contemplate 
that such a plan would be applicable to any such policy (either new or existing), 
except a term-insurance policy. That portion of the premium which is applied 
to building up the policy reserve would be excludable from the taxpayer's current 
income, while that portion of the premium representing the cost of the pure 
insurance protection under the policy would not be excludable. (This would 
simply parallel the tax treatment given to employees under qualified pension 
plans that are funded by insurance.) The policyholder would have the right 
to surrender his policy for cash or to obtain a loan thereon at any time. How- 
ever, in the event of any such surrender or loan, he would be required to report 
as taxable income for the current year that portion of the entire cash surrender 
value as was attributable to the premiums that he had previously excluded 
from his income. Moreover, he would not be permitted to lessen the resulting 
tax liability by qualifying a number of small policies, instead of one large 
policy, for the Jenkins-Keogh tax treatment. In such case, if he surrendered or 
borrowed against any one of such policies, the cash surrender values of all (to 
the extent attributable to premiums theretofore excluded from income) would 
have to be reported as taxable income. Thus, while the policyholder could sur- 
render or borrow against his policy or policies in the event of real economic 
need, we believe that the tax consequences outlined above would serve as a deter- 
rent to taxpayers who might otherwise be more interested in juggling their tax 
liability from year to year than in setting up bona fide programs designed to take 
care of their retirement needs. 

Apropos of our suggestion that a taxpayer owning qualified life insurance 
policies be allowed to surrender or borrow against them at any time prior 
to age 65, we should like to explain, first of all, that this flexibility was found 
to be necessary to meet the requirements of State laws, which will not permit 
the issuance of life-insurance policies containing provisions tying up the cash 
values thereof. However, we wish to make it perfectly clear that we are not 
asking that this liberalized treatment be confined to life insurance and annuities 
under the Jenkins-Keogh bill, but suggest that consideration be given to extending 
similar treatment to restricted retirement funds and to any other form of 
savings that your committee may see fit to include in the bill. In this connec- 
tion, we are extremely doubtful, in any case, of the social desirability of making 
it virtually impossible (as would the existing form of this bill) for a man to 
use his savings no matter how dire his needs and those of his family may be. 
In addition, we feel constrained to point out that because of the restrictive 
nature of the present bill, participation in the retirement programs and the 
resulting tax benefits provided thereunder would, in our opinion, be confined 
largely to older individuals in the higher income tax brackets, especially where 
such individuals already had a backlog of savings, accumulated in years past 
when taxes were much lower than at present, which they could funnel into a 
restricted retirement fund or a restricted retirement annuity contract. 

Before leaving the foregoing point, we should like to emphasize that we are 
not making a plea that life insurance be given special treatment that is more 
favorable than that accorded to any other form of savings program that may 
ultimately be provided by the Jenkins-Keogh bill. We simply are of the con- 
viction that life insurance should be recognized as one of the permissible 
methods of funding the contemplated individual retirement programs just as 
it has long been recognized as such in the case of qualified pension plans. 

The second fundamental objection that we have to the present form of the 
Jenkins-Keogh bill is its complete denial of the tax benefits provided thereby 
to employed persons who are covered or eligible for coverage under qualified 
pension plans of their employers. Present statistics tend to show that the 
10-percent exclusion provided by the bill for self-employed persons and for 
employees not covered or eligible for coverage under qualified pension plans 
is roughly twice as large as the amounts that employers, on the average, have 
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been contributing to such plans. This is so because, among other reasons, 
under many pension plans employees have to serve long waiting periods before 
becoming eligible to participate, or, once having become participants, have no 
vested rights in the employers’ contributions to the plans. Accordingly, while 
those employees who serve until retirement may thereafter receive very sub- 
stantial pensions, there are many more who leave prior to that time and, therefore, 
receive nothing. Thus, while the proponents of this bill (who are primarily 
self-employed professional people) contend that one of the principal purposes 
thereof is to eliminate the discriminnation in income-tax treatment that now 
exists against them and in favor of employees covered by qualified pension plans, 
the fact seems to be that unless such employed persons are permitted a limited 
exclusion under the bill, the existing situation will merely be reversed by the 
creation of a new discrimination. We feel that such a discrimination would 
have a substantial, unsettling effect on the thousands of existing pension plans, 
many of which, we repeat, are funded by life insurance. 

In these circumstances we also recommend the inclusion of the following 
provisions in the bill: 

1. A provision permitting employed persons who are covered or eligible 
for coverage under qualified pension plans to exclude from gross income 
up to 5 percent of earned net income if set aside for retirement purposes 
in a restricted retirement fund, in a life insurance, endowment, or annuity 
contract (as we have hereinabove suggested), or in any other form of 
quilified savings program that your committee may feel should be recog- 
nized under the bill. 

2. An additional provision permitting employed individuals covered by 
qualified contributory pension plans to count their own contributions to 
such plans in computing their permitted 5 percent income exclusion. 

In conclusion, we should like to say that our association, working in conjunction 
with the American Life Convention and the Life Insurance Association of America 
(which represent a combined membership of 240 life-insurance companies in 
the United States and Canada having more than 98 percent of the legal reserve 
life insurance in force in this country), have developed specific amendatory 
language which we feel would accomplish the results recommended in this 
Statement. Representatives of this association will be pleased to discuss thuse 
suggested amendments in detail with your committee or its staff at any time 
or to help in any other way in devising a satisfactory and equitable solution to 
the troublesome problem at hand. 

Respectfully submitted. 


Gerard S. Brown, 
GERARD S. Brown, C. L. U., 
Chairman, Committee on I'ederal Law and Legislation. 
Carlyle M. Dunaway, 
CARLYLE M. DUNAWAY, 
Counsel. 


Dated: August 12, 1953, 11 West 42d Street, New York 36, N. Y. 








STATEMENT ON INDIVIDUAL RETIREMENT LEGISLATION BY THE AMERICAN LIFE 
CONVENTION AND THE LIFE INSURANCE ASSOCIATION OF AMERICA, WASHINGTON 5, 
D. C., Re INDIVIDUAL RETIREMENT LEGISLATION—ITEM 36 OF THE AGENDA OF 
THE WAYS AND MEANS COMMITTEE 


This statement is submitted in behalf of the American Life Convention and 
the Life Insurance Association of America, two associations which represent 
appreximately 98 percent of the life-insurance business of the country. It is 
filed with the Ways and Means Committee in connection with the hearings an- 
nounced by the committee on the subject of individual retirement legislation— 
item 36 of the committee’s agenda. 

The life-insurance companies are in accord with the underlying philosophy 
that all persons should be encouraged by tax incentives or otherwise to save 
for their old age. They realize also that individuals who are not employees of 
corporations having retirement plans may be at a disadvantage under the present 
tax laws and are finding it increasingly difficult to provide for their retirement, 
The basic problem is to develop a sound plan that will remove this discrimi- 
nation. 

A basie principle that should be carefully considered in a study of individual 
retirement legislation is whether such legislation should limit the channels 
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through which taxpayers may save for retirement. In one important type of 
legislation now being considered (H. R. 10, H. R. 11, H. R. 2692, and H. R. 6114, 
the so-called Jenkins-Keogh bills) retirement savings may be invested only in 
bank trusts or restricted annuities. Many taxpayers have long established their 
individual retirement savings plans which involve other forms of investment 
which would not qualify under such restrictions. For example, under such 
legislation, a taxpayer who purchases an endowment policy or continues to 
put his savings in policies already in force, could not qualify for the proposed 
tax deferment. It would seem that any individual retirement legislation should 
be so drafted that taxpayers as far as practicable will not be discouraged from 
continuing established savings programs. 

In developing individual retirement legislation designed to cure tax inequities 
between employed and self-employed persons, it should be recognized that the 
retirement problem of the self-employed is not on all fours with that of em- 
ployees. There are some basic points of similarity but there are fundamental 
differences. These basic differences are: 

1. The retirement of an employed person usually involves considerations 
quite different from those pertaining to the retirement of a self-employed 
person. Unlike employed individuals the self-employed person has a large 
measure of control over the time and circumstances of his retirement. He 
can continue to work if he elects to do so. He will frequently continue to 
derive income from his business or profession. The tendency on the part 
of the self-employed individual is not to retire. 

2. The self-employed individual under the concept of Jenkins-Keogh bills 
would have vested rights from the outset in his retirement savings. In 
event of death before age 65 or disability, his savings are distributed to 
beneficiary(ies) designated by him. At age 65 or prior disability he can 
elect to have his retirement savings payable to him in a lump sum. 

In contrast, under many employee-pension plans, the employee’s interest 
in the employer payments does not vest in him unless he continues in em- 
ployment until retirement, and then only as pension or annuity payments. 
Other plans provide for vesting only after completion of specified service 
age requirements and then only in the form of annuity or pension payments 
commencing at normal retirement date. 

Another important question is whether it is socially desirable to enact legis- 
lation which would require taxpayers to put their savings in a retirement fund 
from which no withdrawals could be made until age 65, except in the case of total 
and permanent disability. During periods of personal financial need, some 
provision should be made to permit the taxpayer to utilize these savings. With- 
out this privilege, many individuals might refrain from participating in a sav- 
ings program of such a restricted type unless they were in very comfortable 
econome circumstances. 

When the Committee on Ways and Means of the 82d Congress held hearings 
on legislation for postponement of income tax on income set aside for retire- 
ment, the life-insurance-company associations filed a statement analyzing H. R. 
4371 and H. R. 4873. Several questionable features of these bills were discussed 
in our statement and your committee was advised that the amendment of these 
bills to remedy these questionable features would require carful study. Since 
then, these bills have been reintroduced as H. R. 10, H. R. 11, H. R. 2692, and 
H. R. 6114. The life-insurance companies have studied these new bills and be- 
lieve that additional amendments are necessary and desirable. 

If the individual retirement problem is to be solved along the lines of H. R. 10, 
H. R. 11, H. R. 2692, and H. R. 6114, the life-insurance companies strongly recom- 
mend that these bills be amended to include— 

1. A provision permitting individuals to accumulate their retirement sav- 
ings in both new and existing life insurance policies without the interven- 
tion of a trust. Only the savings feature of the policy would qualify for 
tax deferment. The cost of the insurance protection as distinguished from 
the savings feature of the policy would not qualify. This tax treatment 
would parallel the use of life insurance policies under section 165 pension 
plans. 

2. A provision permitting an employed individual eligible under an 
employer pension plan to accumulate savings up to 5 percent of the in- 
dividual’s earned net income on a tax deferment basis, if he sets aside these 
savings for retirement purposes as provided by the bill, either under his 
employer’s pension plan or under an individual retirement plan. Such a 
provision would be desirable because it would encourage the creation and 
expansion of contributory employee-pension plans. 
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The plan to permit the use of life-insurance policies as a qualified invest- 
ment would work as follows: The taxpayer would purchase the policy direct 
from the insurance company or would utilize an existing policy. The arrange- 
ment would be applicable to any life-insurance policy, except term insurance. 
Only that part of the premium going into the savings feature of the policy would 
qualify for tax postponement. The policyholder would have the right to sur- 
render his policy for cash, should he be forced to do so. In such event, he 
would have to include the entire cash surrender value in his income-tax return 
for the current year. This flexibility is necessary to meet the requirements of 
State law. Apart from these legal requirements, the life companies believe 
it would be undesirable to restrict retirement savings, whether in a life-insurance 
policy or in other forms of investment, so that they could not be withdrawn by 
the taxpayer in the event of personal financial emergency. 

The amendments that we propose recognize the need for establishing equitable 
tax treatment for both employed and self-employed persons. In planning the 
elimination of existing inequities in the tax laws, every effort should be made 
to avoid creating new inequities. The proposed legislation in its present form 
would discriminate against many employees of corporations. Available data 
indicate that the 10 percent exclusion provided under the pending bills is sub- 
stantially greater than employers on the average have been contributing to 
employee-pension plans established under section 165 (a) of the code. The 
pending bills do not make provision whereby such employees could supplement 
their employee benefits by making additional contributions to an individual re- 
tirement plan, or to the retirement plan provided by their employers. 

The life insurance companies again respectfully suggest that this entire subject 
warrants further study by the Ways and Means Committee, in the light of the 
foregoing comments and suggestions. We offer our cooperation in lending tech- 
nical assistance in respect to those matters which involve the services furnished 
by the life insurance companies. 


STATEMENT OF JOHN WESTBROOK Facer, A LAwyer oF New York City, ON RETIRE- 
MENT FUNDS FOR THE SELF-EMPLOYED AND OTHERS (ITEM 36) 


I oppose the Jenkins-Keogh bills (H. R. 10 and 11) in their present form. I 
agree with my fellow witnesses that the self-employed (like the employed) should 
be able, through tax-qualified retirement programs, to look forward to retire- 
ment at age 65 or 70 on a substantial percentage (one-third to one-half) of their 
annual earnings prior to retirement.’ In my opinion, however, the proposed 
remedy is not the proper solution, since it is not patterned after retirement 
benefit programs set up under section 165 of the Internal Revenue Code and 
since it represents an unnecessarily high loss of tax revenue to the Federal 
Government. 

I believe the self-employed should be covered by a 2-step retirement program: 
(1) Federal old-age and survivors’ insurance on the first $3,600 of annual earned 
net income; plus (2) a supplementary program covering annual earned net 
income above $3,600. 

Social security produces a 40-percent-plus retirement benefit on the first $3,600 
(including the benefit to spouse). Accordingly, the Jenkins-Keogh bills should 
be amended to exclude from their coverage the first $3,600 of earned net income 
per annum. And such bills should also be amended so as to include self-employed 
professional men and women (now specifically barred) in the Federal old-age 
and survivors’ insurance program on a compulsory basis; President Eisenhower 
has recommended such extension of social security.” 

These revisions would combine two cardinal advantages: (1) The potential 
loss of revenue would be reduced by hundreds of millions of dollars per year; and 
(2) the self-employed would be offered a two-step retirement program patterned 
after that presently covering the employed. 

Inclusion of the estimated 500,000 self-employed professional men and women 
in social security would increase Federal intake by over $40 million under pres- 
ent tax rates (2%4 percent on first $3,600, or $81 per person). For every million 
persons participating in the Jenkins-Keogh program, the limiting of the exclu- 


1 Retirement Programs for Attorneys and Accountants, John Westbrook Fager, proceed- 
ings of 11th Annual Institute on Federal Taxation, N. Y. U., pp. 1121-1145 (1953) ; One- 
Man Pension Funds, John Allison, Fortune magazine, May 1958, p. 111. 

2 Special message to Congress dated August 1, 1953; also State of Union Message of 
February 2, 1953. 
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sion to 10 percent of annual earned net income above $3,600 would reduce the 
loss in revenue by about $90 million per year ($360 exclusion X 25 percent 
average tax rate = $90). Upward of 60 million people would be eligible to 
participate (50 million employed not covered by pension plans plus 10 million 
self-employed). 

Of the over 10 million employed persons now participating in private tax- 
qualified pension plans (under sec. 165 of the Internal Revenue Code), virtually 
all are also in social security. Social security is the foundation of all private 
pension programs. Unfortunately the professional societies who drafted the 
Jenkins-Keogh bills seek to build a pension structure for professional persons 
without a foundation. This is not only bad architecture but flies in the face of 
the comparative figures (see below), which demonstrate beyond cavil that the 
bulk of all lawyers (with whose plight I am most familiar) stand to get more, 
dollar for dollar, out of social security than from the Jenkins-Keogh bills. 

On May 13, 1952, I was the only witness who testified before this committee 
against the then Reed-Keogh bills (H. R. 4371 and 4878). I enjoyed distin- 
guished company, however, in that the Treasury Department filed a report op- 
posing these bills. And members of this committee, including the then chairman, 
Representative Doughton, Representative Kean, and others cross-examined many 
witnesses as to why the professional associations were opposed to social security 
for their members. Witnesses were also asked how much immediate loss of 
revenue was inherent in these bills. With a 9.4 billion deficit in the fiscal year 
just closed, such concern is well justified. In my opinion, no witness adequately 
answered either question.” 

I can say in all earnestness that the rank and file in the legal profession is 
beginning to make its voice heard on this subject. Two distinguished bar asso- 
ciations, the New York State Bar Association and the Association of the Bar of 
the City of New York, have gone on record in favor of voluntary social security 
for lawyers. So far as I know, only one bar association—the American Bar 
Association—has ever opposed social security for lawyers; the house of dele- 
gates of the American Bar Association took this negative position in 1950 with- 
out any vote of the membership. And to this date no open debate and vote on 
this topic has occurred at any annual meeting of members of the American Bar 
Association. I am a member of all three of the above cited bar associations. 

In 1952 before this committee I introduced figures, which no one has attempted 
to refute, proving conclusively that, dollar for dollar, the great bulk of all lawyers 
will get more out of social security than they could get out of the retirement 
programs authorized under the Jenkins-Keogh bills.‘ 

Here are the figures: 


| H. R. 10 and 11 





Monthly so- 


ee Total social 
15 
odes 


Starting age (at Jan. 1, 1953 se urity con- | cial irity | 

mefite ! fonthly 

tribution | benefit Gross cost | Net cost? rn 

le B® 

ee ee schist ta icine ° 

55... . $1, 134. 00 $127. 50 $10, 000 $7, 540 $64. 71 
40 . =o 127. 50 25, 000 18, 850 197. 30 
25... ae Ae eh J 6, 247 127. 50 40, 000 30, 160 389. 32 


1 For joint lives, plus 4% of such monthly income to surviving spouse for life 
? After deducting contribution from gross income (24.6 percent tax bracket 


The above figures assume a married lawyer with two dependent children 
earned net income of $10,000 per year, present Federal income rates (top bracket 
24.6 percent) and standard insurance tables. These figures do not include the 
insurance features of social security. For example, if this lawyer died after 
2 years of coverage, his beneficiary would receive back the $2,000 contribution 
paid in under H. R. 10 or 11 (plus interest), whereas under social security his 





3In the May issue of the American Bar Association Journal, George Roberts, chairman 
of the committee on retirement benefits for lawyers, stated (p. 398): “‘An effort may be 
made to link the discussion of the merits of the Jenkins-Keozh bills with the question of 
broadening the Social Security Act to include lawyers and others not now covered. The 
committee on retirement benefits has steadily maintained that there is no connection be- 
tween these questions * * *.” 

* Weston Vernon, Jr., then president of the New York State Bar Association and one 
of the sponsors of the Je nkins-Keogh bills, commented favorably on my figures in an 
article he wrote entitled “Retirement Benefits for the Self Employed” (12 Federal Rules 
Decisions, p. 417, at pp. 430 and 431). With respect to social-security benefits he stated, 
on the basis of my figures, that “Nothing even remotely comparable is available in any 
other manner” (p. 431) [Italics added.] 
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widow and children under 18 would be entitled to benefits which might exceed 
$45,000 (including payments to widow after age 65). The retirement bene- 
fits used above for purposes of comparison are the so-called joint plus one-half 
to survivor. 

These figures indicate that the older lawyers will do much better under social 
security and that even the young lawyers would have insurance protection from 
social security which has no equivalent under o‘enkins-Keogh. The great bulk 
of the bar (i. e., those making $10,000 per year or less) would probably do better 
to pay their full income tax (24.6 percent top tax bracket) and invest the re- 
mainder in securities rather than freeze funds under the Jenkins-Keogh pro- 
gram until age 65 (except in the event of death or total and permanent disability 
prior thereto). Such securities would not only produce income but would be 
availiable for education of children and emergencies. 

I have talked to lawyers in many parts of this country about this problem 
and I have found a great interest in social security. Naturally the minority 
of lawyers earning large incomes are not particularly interested in social security 
benefits of about $1,500 per year. But I challenge you Congressmen to talk to 
your constituents who are practicing law in the small county seats in your 
home States. According to economic surveys, these independent practitioners 
are averaging well below $10,000 per year. These lawyers are struggling to 
make ends meet, pay for the family car, pay off mortgages, and raise and educate 
their children. How many of them are in a position to set aside 10 percent 
of their earnings every year in retirement funds, which are absolutely frozen 
until age 65 (or death or total and permanent disability prior thereto) ? 

Dr. Frank Dickinson, of the American Medical Association, in his excellent 
statement on the Reed-Keogh bills before this committee last year, estimated 
that the average lawyer would get, under these bills, a monthly retirement bene- 
fit of about $150 to $200 per month, commencing at age 70. And even this modest 
income could only be built by setting aside funds over a long period of years. 
For a small fraction of the cost, a lawyer could be assured of $127.50 per month, 
tax free, from social security (combining the primary benefit with the benefit 
paid to spouse). 

I do not contend that social security is a complete answer to our retirement 
problems. But I do urge that it is the indispensable foundation, upon which 
private, tax-qualified retirement programs should be built. 

How does the arithmetic work out on my two-step proposal? Let us assume 
that our hypothetical $10,000-a-year attorney was included in social security 
and was also able to put 10 percent of his net earned income above $3,600 (or 
$640) per year in a Jenkins-Keogh type retirement program. Based on standard 
insurance tables (cash refund type annuity), here would be the results at 
age 70: 


| 
Social | Jenkins- | Total Percent 


Starting age | security Keogh annual 2 

| benefit! benefit | benefit of income 

5 ‘ $1, 530 | $3, 695 | $5, 225 52 

ee 1, 530 | 3, 076 | 4, 606 46 
35 : 1, 530 | 2, 522 | 4, 052 40 
40 1, 530 | 2, 023 | 8, 553 35 
5 7 1, 530 | 1, 568 | 3, 098 31 

Se ee 1, 530 1, 166 2, 696 27 
i a : 1, 530 807 | 2, 337 | 23 

| 


1 Including wife’s secondary benefit. 


Why age 70 and not 65? Social-security statistics indicate that the average 
retirement age for the employed is 6814 (not 65). And the self-employed are 
apt to continue to work longer than the employed. Gearing a retirement pro- 
gram to age 70 for the self-employed is thus not only more realistic but will 
produce a higher retirement income. 

The above figures indicate a practicable program, calcutated to produce rea- 
sonable retirement benefits at a minimum cost in lost tax revenues to the Govern- 
ment. What possible reason is there to have the Jenkins-Keogh program overlap 
the first $3,600 of earned net income, where social security already produces 
a 40 percent retirement benefit on this slice of income? It is probably unrealistic 
to think that persons earning under $10,000 would be able to set aside 10 percent 
of their income in a frozen retirement fund. My figure of $640 is undoubtedly 
closer to what the average person could invest. 
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Unfortunately, the bar associations have blindly embraced the 10 percent tax 
exemption feature, without making any effort to prove by economic statistics 
what retirement benefit such an annual exclusion would produce. The only 
meaningful figures were developed by the American Medical Association’s able 
economist, Dr. Frank Dickinson. The calculations I have used are in line with 
Dr. Dickinson's. 

Actually there would be no substantial difference for most persons (again 
taking our $10,000 man) between the benefit purchased by a full $1,000 exclusion 
and under my proposal which would limit the exclusion to $640. Under my 
proposal ($640 exclusion) the participant would have $910 available to purchase 
retirement benefits instead of $1,000. In other words all he loses is the $90 
tax on the $360. 

To go one step further, any lawyer 35 years of age or older (again postulat- 
ing a $10,000 income) would get a higher benefit from a combination of social 
security plus a Jenkins-Keogh plan above $3,600 than he would be able to get 
with a $1,000 exclusion and no social security ($4,051.56 against $3,939.96). 

The American Medical Association had the courage to admit in 1952 that the 
Reed-Keogh bills, as originally introduced in the 82d Congress, were overly 
generous. They recommended the $150,000 lifetime ceiling on payments by one 
individual into the fund, which is now included in the Jenkins-Keogh bills. 

I go one step further. My figures show that these bills are still too generous, 
and at the expense of the Federal revenues. Over 90 percent of all persons who 
might elect to particpate in a Jenkins-Keogh retirement fund are now included 
in social security (all but professional people, farmers, ministers, and certain 
other groups). 

Let’s look at a $10,000-a-year self-employed druggist who sets aside $1,000 
per year for 35 years commencing at age 35. His annual retirement benefit, 
starting at age 70, would total $5,470 per year or almost 55 percent of earn- 
ings ($1,530 from social security and $3,934 from the private fund). I want to 
ask the sponsors of this legislation: “How many existing pension plans under 
section 165 of the code provide for a retirement benefit equal to 55 percent of 
earnings?” 

In conclusion, I wish to point out that H. R. 10 and 11, in one form or another, 
have been pressed upon Congress regularly since 1947. To date, such bills have 
never even been reported out of committee. During the same period Congress 
greatly increased social security benefits (in 1950 and 1952) and brought up- 
wards of 5 million self-employed into the Federal social security program (as of 
January 1, 1951). Solely due to the intransigent opposition of the professional 
societies, over 500,000 self-employed lawyers, doctors, and other professional 
men and women were specifically barred by law from this extension. If the 
American Bar Association, the American Medical Association, and other pro- 
fessional associations really want to secure retirement benefits for their mem- 
bership, the first and indispensable step is to admit their 1950 error and petition 
Congress to repeal this utterly illogical exclusion. 

Then we can properly press for a supplementary program, along the lines 
of the Jenkins-Keogh bills, built on top of social security by the exclusion of 
the first $3,600 of earned net income. Such two-step program should be geared 
to produce a retirement benefit, commencing at age 70, equal to anywhere from 
one-third to one-half of a participant’s annual net earnings prior to retirement. 
Figures (see p. 8 above), based on standard insurance tables, indicate that my 
Proposal would produce such retirement benefits. Above all, my proposed amend- 
ments would sharply reduce the initial loss of Federal income tax revenue, now 
inherent in the Jenkins-Keogh bills. 





NATIONAL FUNERAL DIRECTORS ASSOCIATION 
OF THE UNITED STATES, INC., 
Tifton, Ga., August 1, 1958. 
To the Members of the Ways and Means Committee, 
House of Representatives, Washington, D. C. 

GENTLEMEN: The National Funeral Directors Association is an affiliation of 
funeral directors in all 48 States and the District of Columbia. Its membership 
totals 12,225. The firms this membership represents conduct an estimated 85 
percent of the funerals held each year in the United States. 

There are approximately 24,000 funeral establishments in the United States, 
83 percent of which are owned and operated by self-employed individuals. 
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This association as the representative of ‘the funeral-directing profession 
heartily approves the Jenkins-Keogh bills and requests your committee’s support 
thereof. 

Respectfully submitted. 

W. Bruce DoNnatpson, Jr., President. 





AMERICAN GUILD OF MUSICAL ARTISTS, 
New York, N. Y., August 5, 1953. 
Hon. Danrex A. REED, 
Chairman, House Ways and Means Committee, 
House Office Building, Washington, D. C. 

DEAR CONGRESSMAN Reep: I’m turning to you, realizing, of course, the in- 
formal approach involved as well as the lateness of the hour. I’m enclosing 
a copy of a memorandum which has been prepared by a committee of the Ameri- 
can Guild of Musica) Artists (AFL) dealing with the tax problems of perform- 
ing artists. 

I realize that the proper way would have been to request an opportunity to 
testify at the hearings which your committee is currently holding on tax legis- 
lation but, unfortunately, the committee did not complete its work until several 
days ago. I’m enclosing a copy of this memorandum with the sincere hope that 
in spite of the press of business your committee can give the points raised some 
thought and consideration. 

The problems confronting performing artists in the pursuit of their chosen 
careers are difficult and complex. The time of preparation for such a career is 
lengthy and the opportunities, once embarked, are limited. We believe, there- 
fore, that the tax laws should not place additional difficulties and obstacles in 
the way. In our memorandum, we point out some of these features of the cur- 
rent laws as well as the basic approach which we believe Federal tax legisla- 
tion should take to this group of artists who are of such great importance to 
our country. 

If you would like additional copies of this memorandum, I would be more than 
happy to submit them, as well as to amplify any aspect of the proposals made. 

Sincerely yours, 
HYMAN R. FAINE, 
National Exvecutiwe Secretary. 


MEMORANDUM 


From: American Guild of Musical Artists. 
Re: Tax problems of performing artists. 

The American Guild of Musical Artists, a labor union affiliated with the 
American Federation of Labor, has for some time been considering the impress 
of the tax laws upon the progress and development of the arts in America and 
upon the welfare of performing artists. 

In accordance with the direction of its board of governors, a committee re- 
cently convened with counsel to consider the problem and propose recommenda- 
tions directed toward its solution. At the meeting of this committee, a cross 
section of the membership of the union was in attendance. The participants 
included a prominent Metropolitan Opera star, a vocal soloist in the medium in- 
come group, two chorus singers, a young ballet dancer, and a prominent concert 
pianist. This group recognized first of all that the problems which confront 
them are common to performers in other fields including the legitimate theater, 
radio, television, and motion pictures. It was noted by members of the commit- 
tee who had performed in other countries that in almost every country but the 
United States, the arts are subsidized to a considerable extent, either by direct 
funds from the government or by favorable treatment taxwise and otherwise 
to performers in the arts. It was felt that in the world today American culture 
is more than “art for art’s sake’; it is an instrument of foreign policy of which 
the Government should avail itself in order to win more respect and admiration 
for this country throughout the world. It was felt that the Government should 
take a very real interest in the development of talented youth and in the en- 
couragement of artists who have already proved their accomplishments. It is 
not the purpose of this memorandum to discuss subsidization of artists’ careers 
by monetary contribution. We propose herein merely to discuss the impact of 
the tax laws on performers which should be viewed in the light of the foregoing 
considerations. 
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The performer, particularly in the fields in which members of AGMA (Ameri 
can Guild of Musical Artists) are engaged, devotes his entire professional life to 
the acquisition, enhancement, and preservation of the qualities essential for 
artistry in his field. The accomplished opera singer must continually incur 
expenses for lessons. The dancer must daily attend classes to preserve the 
physical condition essential to performance. Having acquired recognized com- 
petence, the opportunities for employment are limited, and in most instances in 
the concert, opera, and ballet fields, the organizations employing these per- 
formers are not profitmaking ventures, but almost always deficit operations. 

The pbysical qualities essential to performance in these fields are by their 
very nature of short duration. Accordingly, having prepared for a career at 
great expense, the performer has an extremely limited period of time within 
which to derive an income therefrom. It is the exceptional opera singer who 
can earn a living in that field for more than 10 or 15 years. A dancer's cureer 
ends at a very early age. Of all of the professions there would seem to be none 
more short lived than that of the performing artist, with the possible exception 
of professional baseball players and other athletes whose problems we recog- 
nize are very similar. During this limited career, the performer experiences 
sharp fluctuations of income. An extremely lucrative season is often followed 
by a season of unemployment. Whereas the earnings of the average professional 
person, if charted on a graph, would reflect a parabolic change, the chart of 
the performing artist would reflect a jagged series of peaks and valleys. 

A career, however successful, having come to an end, the performer is then 
obliged to earn a living in an even less lucrative field. 

Since the Federal tax laws are predicated upon an annual accounting period, 
the performing artist in the short period of his career is precluded from saving 
for his posteareer days and old age. In his good years, he falls into relatively 
high surtax brackets, leaving him often too little to tide him over the seasons 
of idleness which may follow. To meet this situation, we recommend the fol- 
lowing approaches: 

(1) Averaging of income.—Under section 107 of the Internal Revenue Code, 
the Congress has already given recognition to the necessity for making excep 
tions to the annual accounting period theory in the case of professional persons 
or persons deriving income from patents and copyright who receive the bulk of 
their compensation for work performed over a long period of years in a single 
year. It is respectfully submitted that a similar exception should be made 
applicable to the situation described above by permitting the performing artist 
to compute his tax on the basis of his average earnings over a period of years 
rather than on his actual earnings for each individual year. In this manner, 
the performer would be in a tax bracket which would more properly reflect the 
share of the tax burden he should be required to bear. We recognize that the 
administration of such a law would require some arbitrary limitation on the 
number of years and of course would be amenable to any reasonable limitation 
on an averaging period. Not only would this prove beneficial to the taxpayer, 
it would serve a greater social purpose. It would provide both the incentive 
and the opportunity to the performer to make provision for his own retirement 
and old age. Social-security coverage is in many instances not presently avail- 
able to these people. Many of the employers are nonprofit organizations exempt 
from the provisions of the Social Security Act and in many States even from the 
unemployment-insurance laws. Moreover, incidentally, in a number of situations 
the relationship is one of the independent contractor rather than of an employee. 

(2) Retirement.—There is now pending before the Ways and Means Commit- 
tee of the House of Representatives a bill known as the Jenkins-Keogh bill, H. R. 
10, H. R. 11. We support the objectives of this bill which we understand would 
make it possible for the performer to contribute up to 10 percent of his annual 
income to a restricted annuity retirement fund. The amount so contributed 
would be deductible from his income in the year of contribution and taxable 
upon receipt of the annuity after retirement age. This, coupled with the aver- 
aging of income, would permit performers on a voluntary basis to attain a 
degree of security in old age never before known to them. 

(3) Talent—a depreciating asset—Spreading of costs and preparation —We 
submit that Government should be concerned with the fostering of cultural 
activities in the same sense that it is concerned with the preservation of natural 
resources and with the encouragement of persons to go into work abroad from 
which the United States derives benefit. The Congress has by statute properly 
granted certain tax preferences to persons engaged in such activities. Just as 
there is depletion in the oil deposits beneath the surface of the ground and 
depreciation and obsolescence of machinery and plant, so too there is a depre- 
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ciation or obsolescence in those physical attributes which are essential to the 
performing artist’s career and in the attainment of which so large an expense 
must be incurred. The artist devotes otherwise productive years to the per- 
fection of those physical attributes and incurs thousands of dollars of costs in 
the development thereof. Having realized success, the deterioration of the 
thing created is inevitable. We submit therefore that consideration should 
be given to the possibility of permitting artists, as a favored group for the 
reasons stated above, to spread the cost of their preparation over the years 
of their productivity on a theory analogous to depreciation. 

(4) Loss carryovers.—The average business which incurs an operating loss 
has the right to carry over that loss to be applied against earnings in future 
years. Since the artist’s cost of maintaining his artistic ability is high and 
fairly constant, in many years it may exceed his income. Should he not, like the 
business entity, be permitted to carry over his loss? 

The next point we wish to make is with respect to the application by revenue 
agents of the provisions of the Internal Revenue Code and Treasury Department 
Regulations: 

(1) Training erpenses.—As stated above, it is essential for the artist, in order 
to maintain his physical attributes, to incur expenses continually for all types 
of lessons. The revenue agents inevitably take the position that if coaching ex- 
penses or lessons of this sort are not directed to a particular source of income, 
they are not deductible. We submit that these should be considered to be ordi- 
nary and necessary business expenses. In the alternative, they should be capi- 
talized and made a basis of depreciation over an artist's career. 

(2) Physical alterations.—It goes without saying that attractive physical 
features and sound physical condition are desirable and often essential to suc- 
cess in the arts. Often it is necessary for the artist to incur tremendous ex- 
penses for plustic surgery, dental alteration, prosthetic aids, and the like. On 
the one hand, there is the aspiring motion-picture actor who has to have his jaw 
reset in order to photograph well; on the other, there is the singer in the op- 
eratic chorus who requires a knee operation in order to be able to play certain 
roles. It is true that these are medical expenses but so often the amounts 
incurred are not deductible as medical expenses because they dv not exccved 
5 percent of adjusted gross income. Actually, these expenses are not incurred 
for health reasons. They are incurred for business reasons and should therefore 
be deductible as ordinary and necessary business expenses. In the alternative 
they should be capitalized and amortized over the period of the artist's career. 

(3) Costumes.—The general rule permitting the deductibility of the cost of 
uniforms furnished by an employee is applied far too rigidly by revenue agents. 
Costumes of concert artists and other performers are usually not adaptable te 
private or personal use. The cost normally is very great and the amount of use 
that may be made of the costume is extremely limited. It would seem that 
some recognition should be given to these factors to permit the deductibility of 
the costs of legitimate costumes. 

The three foregoing illustrations are typical of the problems that the artist 
is confronted with on a tax examination. We would recommend that special 
consideration be given by the Treasury Department to problems of this sort so 
that appropriate instructions, uniform in nature, can be given to revenue agents. 

The American Guild of Musical Artists is desirous of aiding the Treasury 
Department or the appropriate congressional committee which may consider 
the problems set forth herein in any and every way possible. We shall be pleased 
to participate in meetings or hearings to give support to the positions set forth 
in this memorandum. It is our sincere conviction that the problenis described 
herein and the solutions proposed are deserving of special and early consideration, 

AMERICAN GUILD OF MUSICAL ARTISTS COMMITTEE ON 
TAx PROBLEMS AFFECTING PERFORMERS, 
BLANCHE THEBOM, Chairman, 





AMERICAN DENTAL ASSOCIATION, 
Chicago, Jil., August 7, 1953. 


Hon. Dantet REED, 
Chairman, Ways and Means Committee, 
louse of Representatives, Washington, D. C. 
Drak CONGRESSMAN ReEep: The American Dental Association has been ad- 
vised that your committee is presently holding public hearings on a variety 
of subjects related to the provisions of the Internal Revenue Code looking toward 
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a general revision of that code. We further understand that one such subject 
which the committee will consider is “retirement funds of the self-employed and 
others not covered by existing pension plans”. 

As you know, the American Dental Association is the national professional 
association of the dental profession and counts within its active membership over 
85 percent of all practicing dentists in the country. As a member of the council 
on legislation, I have been directed to present the views of the association to 
your committee. 

The House of Delegates of the American Dental Association has long been 
aware of the difficulties encountered by members of the dental profession in 
establishing sound retirement and pension programs. These difficulties are in- 
herent in the practice of a profession such as dentistry. The dentist enters the 
practice of his profession relatively late in life with a substantial investment 
in both his education and his practice. He has a minimum number of years 
of peak earning capacity which period coincides with the period of his greatest 
financial responsibilities to his family. Under the present tax structure, he finds 
it difficult to take advantage of his more successful years to provide intelligently 
for the future. 

As tar back as 1948, the House of Delegates formally considered this problem 
and adopted a resolution embracing objectives not inconsistent with those now 
contained in H. R. 10, the so-called Reed-Jenkins-Keogh proposal. This associa- 
tion strongly endorses H. R. 10 and urges its early passage by the Congress. 

Before discussing H. R. 10 and its objectives, 1 would review for the moment 
the economie conditions the average dentist must face in establishing retirement 
funds at the present time. The dentist embarks on his professional career 
relatively late in his youth. It requires at least 6 and usually 8 years of 
professional study after graduation from high school to qualify for the State 
dental examinations. Thus, a dentist is ulmost 28 years of age, or more con- 
sidering his military cbligation, when he first begins to practice and obtain 
income, Contrast this to the high school or college graduate who begins to 
accumulate income at the age of 19 or 25, and who will probably be eligible for 
a corporate pension plan under section 165 of the Internal Revenue Code. 

The dentist not only sacrifices these several years when he might be otherwise 
accumulating savings but he must also invest substantial sums on his profes- 
sional education and subsistence during this period. Upon graduation he must 
further invest a large sum to establish his practice and acquire the necessary 
equipment needed therein. You can appreciate, I am sure, the total sum required 
to enter the active practice of dentistry and the burden this investment places 
on the early years of professional practice to repay these moneys which in the 
typical case are not his own, 

In sharp contrast to these incurred liabilities is the cycle of the earning power 
of the dentist during the years of his practice. During the first years of practice 
his income in understandably low. Once established, the dentist has relatively 
few years of peak income after which his income diminishes markedly. This 
cyclic aspect of dental income is graphically shown in a study made by the 
Department of Commerce in 1948. That study indicated that for the first 10 
years of practice the average yearly income before taxes of a dentist started 
at $3,000 and slowly progressed to about $8,000 at the end of the period. In the 
second 10 years of practice, or between the ages of 35 and 44, the dentist reached 
his peak earning capacity of just under $10,000 per year before taxes. Beginning 
with the third 10-year period, or after age 45, the earning capacity of the dentist 
shows a steady decline. In his first years of practice the dentist must repay 
or recoup the funds invested in his professional education and in the establish- 
ment of his practice. In his peak years he must respond to financial responsi- 
bilities of his family; educate his children and set aside funds for his family 
should he die or become disabled. In later years he must adjust himself to a 
diminishing income. 

A dentist, like anyone else, must live, save, and obtain those things he desires 
in life for himself and his family on the excess of income over his expenses. But, 
unlike some others, his receipt of income is not constant or predictable. Rather, 
as has been shown above, he has but a few years of higher earning capacity. Be- 
cause of our system of graduated taxation which takes a progressively greater 
share of one’s income as it increases the dentist finds it difficult to take advantage 
of his few more prosperous years to initiate a sound and intelligent retirement 
program. Typically, he is seldom in a position at any stage of his practice to 
allocate and lay aside funds regularly for this purpose. 

This situation is not at all peculiar to the dentist alone; his case only typifies 
the problem facing the self-employed today whose receipt of income is either 
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cyclic or sporadic. The problem that faces every working person is how to pro- 
vide for the future in the face of today’s economic problems and our present 
tax structure. Congress has recognized and partly solved this problem by en- 
acting in 1942 section 165 of the Internal Revenue Code. That section provided 
a system of pension plans for corporate employees. In enacting section 165, the 
Congress provided a system whereby corporate employees may have credited to 
them a part of their earnings in a retirement trust which would be payable to 
them upon their retirement. Income tax liability on such sums is deferred until 
its receipt at the future date. The Congress took a great step forward in enact- 
ing section 165 in solving the retirement problems of one group of persons. In 
failing to include the self-employed, within the scope of that provision, whose 
problem in this regard is no less serious and complex, the Congress created an 
inequity that is still present today. 

H. R. 10, is designed to obtain for the self-employed a similar opportunity to 
initiate a sound retirement program. While similar in philosophy to the provi- 
sions of section 165 (a), H. R. 10 is intended to meet the economic conditions 
peculiar to the self-employed. 

H. R. 10, the so-called Reed-Jenkins-Keogh bill, would permit an individual to 
set aside funds from his current income during the years when his earning 
capacity is the greatest. These funds would be invested in irrevocable retire- 
ment trusts or annuity policies which would mature at the retirement age. Un- 
der the proposal an individual would be permitted to set aside from his yearly 
income an amount up to 10 percent of his net earned income or $7,500 whichever 
is the lesser, or a lifetime total of up to $150,000. 

To assist and encourage an individual to participate in such a program, the 
bill contains an incentive in the form of a deferred income-tax liability on funds 
so invested. By removing the immediate tax burden from such sums the indi- 
vidual would be able to meet his current obligations and still participate in such 
a savipg program. Thus, the amounts permitted to be invested in these ap- 
proved trusts or annuity policies would not be subject to immediate income-tax 
liability but rather such liability would be deferred until the time of retirement 
when the trust funds or annuity policies matured. At that time the individual 
would be subject to income-tax liability on these funds as he received them— 
such funds having a tax basis of zero. 

This bill presents a well-considered plan for the solution of the retirement 
problem that faces every self-employed person. It is the outgrowth of study 
upon study, proposal and counterproposal, and analysis after analysis. It repre- 
sents the distilled thought of years of consideration. Every objection and con- 
structive criticism has been met. It is the result of the best minds seeking a 
solution to a problem that we must face and solve. H. R. 10 is supported by both 
political parties and by the majority of the Members of Congress. President 
Eisenhower approved its objectives in statements both as a candidate and as 
President. 

On behalf of the American Dental Association, I urge that you give favorable 
consideration to the proposals of H. R. 10. May I also request that this letter 
be incorporated in the hearings as the statement of the association with respect 
to this matter. 

Very truly yours, 
Pau. BE. Jones, D. D. S., 
Member, Council on Legislation. 





MEMORANDUM CONCERNING RETIREMENT FUNDS FOR THE SELF-EMPLOYED AND 
Orners Nor CoverepD UNDER EXISTING PENSION PLANS—SUBMITTED TO THE 
House OF REPRESENTATIVES COMMITTEE ON WAYS AND MEANS ON BEHALF OF 
THE NEw YorK SrTocK ExcHANGE BY ITS PRESIDENT, G. KEITH FUNSTON 





Large segments of the taxpaying public are excluded by law from qualifying 
either for social-security benefits or for the benefits available under pension, 
stock bonus, profit-sharing, or annuity plans which qualify under section 23 (p) 
and section 165 of the Internal Revenue Code. In main, the groups so excluded 
from both benefits comprise the independent professions, medicine, law, account- 
ancy, architecture and the like; whereas all the self-employed are currently denied 
the benefits of coverage by tax-favored pension plans. This latter group in- 
cludes, of course, security dealers carrying on their business in partnership form 
or as sole proprietors. 
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This exclusion is attributable largely to the limitation contained in section 
165 of qualified trusts to those set up by an “employer for the exclusive benefit 
of his employees or their beneficiaries.’ Thus the self-employed are debarred 
completely from sharing in the tax benefits available to all those occupying 
an employee status. This has, of course, placed a great and unjustifiable pre- 
mium upon corporate employment to the detriment of the professions. Provision 
by professional persons either working singly or in partnership with other mem- 
bers of the same profession for their old age out of currently taxable income 
has not proven feasible since the advent in 1940 of the current high level of 
personal income taxation. 

The unfairness of the foregoing twin discriminations has long been recognized. 
The most practical measure of alleviation yet offered is that contained in the 
much discussed Reed-Keogh bills of the 82d Congress, reintroduced on January 
3, 1953, in the current 83d Congress as H. R. 10 and H. R. 11 by the Messrs. 
Jenkins (Republican) and Keogh (Democrat). This measure, in essence, pro- 
vides for an annual deduction equal to the lesser of 10 percent of a taxpayer's 
earned net income, or $7,500, with a lifetime limit on such deductions of not in 
excess of $150,000, for payments made to restricted retirement funds or for sums 
laid out for the purchase of restricted retirement annuities. No amounts from 
such a fund or under such an annuity would be payable until the taxpayer 
reached 65, in the absence of medically certified total disability. 

This measure of economic justice seems long overdue and the adoption of this 
legislation has received very widespread approval in professional and labor 
circles, among the groups endorsing this legislation being the Association of 
Stock Exchange Firms, the National Federation of Business and Professional 
Women’s Clubs, the American Farm Bureau Federation, National Society of 
Professional Engineers, the American Dental Association, the American Insti- 
tute of Accountants, the American Bar Association, the American Medical As- 
sociation and numerous other professional, business, and labor groups. 

With respect to this problem of tax-favored pensions for the self-employed, 
President (then General) Eisenhower on October 24, 1952, in an address on the 
social security and supplemental help program, publicly stated the issue in the 
following terms: 

“The Government is rightly concerned with assisting its citizens to provide 
savings for their old age. The Social Security Act of 1935 embodied the doc- 
trine that society through Government should provide minimum benefits for the 
aged. We all favor this. 

“In 1942 the Government made an important supplement to the Social Security 
Act by legislation which offered tax advantages to corporations and their 
employees in the establishment of pension funds. I am thoroughly in accord with 
the principle of this legislation. Over 16,000 pension plans have been filed under 
this law providing more adequate security for the employees of corporations 
covered thereby. When this legislation was being considered, self-employed in- 
dividuals were evidently forgotten. Yet they get old and sick just as other 
people do. There are over 10 million workers who cannot take advantage of these 
tax relief provisions now offered to corporations and their employees. They in- 
clude owners of small businesses, doctors, lawyers, architects, accountants, 
farmers, artists, singers, writers, independent people of every kind and descrip- 
tion but who are not regularly employed by a corporation. I think something 
ought to be done to help these people to help themselves by allowing a reason- 
able tax deduction for money put aside by them for their own savings. This 
would encourage and assist them to provide their own funds for their old age 
and retirement. If I am elected I will favor legislation along these lines.” 

We should like to reecho the President’s words and urge that practical effect 
be given to them by the early enactment into law of the principles contained in 
H. R. 10 and H. R. 11 which represent such a well conceived crystallization of 
the best professional thought on this subject. 

G. Keita FUNSTON, 
President, New York Stock Exchange. 
AvcustT 7, 1953. 


The CHarrman. The next witness is Mr. Richmond C. Coburn, of 
New York. We are glad to see you here, Mr. Coburn. Please state 
your name and the capacity in which you appear. 
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Mr. Copurn. Mr. Chairman and members of the committee, my 
name is Richmond C. Coburn. I notice that I am listed as being from 
New York. I find it pleasantly agreeable to be classed in suc ch = 
tinguished company as that, but in ‘all truthfulness I think I must s: 

I cannot claim that honor. I am engaged in the private practice of 

the law in St. Louis, Mo. I am a former president of the Missouri 
bar and am at present chairman of the committee on retirement fund 
legislation of the Conference of Bar Association Presidents. The 
conference is an organization composed of the presidents and past 
presidents of virtually all of the State bar associations and of most 
of the bar associations of the larger cities. This organization and 
virtually all of its member associations strongly favor the passage of 
H. R. 10 and 11 

The failure to extend the benefits of section 165 (a) of the Internal 
Revenue Code to self-employed persons has created a sharp discrimi- 
nation against such persons. ‘This discrimination against self-em- 
ployed persons is especially keen in the case of the lawyers engaged 
in the private practice. Incomewise, most lawyers start slowly, reach 
a higher peak for a few years, and then suffer a decline. The period 
when a lawyer can accumulate anything for himself or his f: imily is 
generally shorter than that enjoyed by businessmen. Yet the deduc- 
tions extended under section 165 (a) to managers and executives to 
induce them to establish pension funds for their own benefit as well 
is the benefit of their employees is not extended to the lawyer because 
he is self-employed. 

Under existing tax laws, few lawyers who devote all of their time 
to the practice of their profession are able to establish any substantial 
competence to protect them or their families against adversity. More 
and more really first-class men, perceiving this, are drifting out of 
the private practice into the legal or executive departments of larger 
corporations with established pension plans. The legal profession in 
a democratic country plays a very large part in the functioning of our 
governmental processes. Since the days of the founding fathers, the 
legal profession has been a rich recruiting ground for the public serv- 
ice. But, because of the heavy tax discriminations presently laid 
against the members of the legal profession, we are steadily driving 
from it many of our future leaders. 

This can be corrected, and in all fairness should be corrected, by 
the adoption of H. R. 10 and 11 by which the benefits of sections 
165 (a) will be extended to self-employed persons. 

Thank you. 

The CHatrman. We thank you. 

The next witness is Mr. Hugh F. Hall of the American Farm 
Bureau Federation. State ycur name and the capacity in which 
you appear, and we will be glad to hear you, Mr. Hall. 


STATEMENT OF HUGH F. HALL, LEGISLATIVE ASSISTANT, 
AMERICAN FARM BUREAU FEDERATION 


Mr. Hau. My name is Hugh F. Hall. I am legislative assistant 
in the American Farm Bureau Federation, and I have a brief state- 
ment. I will save a little of your time by saying that we favor in 


principle legislation of the n: ature of H. R. 10 and H. R. 11. 
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The American Farm Bureau Federation is a general farm organ- 
ization with voluntary membership numbering 1,492,000 in 47 States 
and Puerto Rico. We : ee iate the opportunity to set forth these 
views with respect to the Jenkins-Keogh bills, H. R. 10 and H. R. 11, 
to encourage the establishment of voluntary pension plans by indi- 
viduals. This statement is based on a resolution of the American Farm 
Bureau Federation as follows: 

We favor amendment of the Federal income-tax law so that self-employed per- 
sons may have a tax privilege similar to that now available to several million 
employees who are participants in pension plans established by employers. To 
accomplish this the Federal tax laws should permit a deduction for premiums paid 
into a properly safeguarded pension fund. 

Farmers are part of a large number of self-employed persons who 
are not being served by retirement plans. American business is, at an 
increasing r‘ ‘ate, providing retirement plans for e mployees, including 
pension plans negotiated between management and the unions as we I 
as plans adopted for the benefit of the managerial group of industry. 
Many farm cooperatives, as part of American business, are likewise 
providing pension plans for their employees. ‘These plans when ap- 
proved by the Treasury Department give special income-tax advantages 
which accrue to the beneficiary when he reaches retirement age. 

Farmers are among the class of citizens whose incomes fluctuate 
widely. In 1940 the realized net income of farm operators was $4,298 
million; in 1947 this rose to $17,073 million; and in 1950 the figure fell 
to $12,708 million. There are few citizens whose incomes have fluctu- 
ated as much as has the income of farmers. Until this proposal was 
made, there was no way by which farmers or others in similar situa- 
tions could make any provision for retirement except as they were 
able to do it after payment of income taxes in full. 

Approximately 3 out of 4 persons in America today are employed. 
Since pension plans benefit substantial numbers of them with an avoid- 
ance or postponement of income taxes on amounts paid into special 
plans approved by the Treasury Department, it is proper that this 
advantage be extended to other citizens. The large variation of 
farmers’ income is evidence of the apparent benefit which would accrue 
to them if they had the privilege of making contributions into indi- 

vidual retirement plans. 

The Bureau of the Census has recently released data classifying 
farms with respect to the vaiue of products sold. This data shows 
3,000,000 forme producing 95 percent of the food and fiber require- 
ments of the Nation. These farms sell farm products of $1,200 or 
more per annum. Of these farms, about 2,100,000 sell products in 
excess of $2,500 per year. If we may assume that these farmers some 
time in a period such as that prevailing since 1940 would pay Federal 
income taxes, we have an index of the possible number of farmers who 
are likely to be benefited at some time by this legislation. These per- 
sons bear the full burden of taxation in good years. It is only fair, 
then, that such self-employed persons be permitted an opportunity to 
obtain an income-tax credit for amounts applied to the purchase of a 
retirement income pension under reasonable limitations. 

We have observed in these bills that “earned income” means wages, 
salaries, professional fees, and other amounts received as compensation 
for personal services actually rendered, and so forth; also—and I 
quote—“In the case of a taxpayer engaged in a trade or business in 
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which both personal services and capital are material income-produc- 
ing factors, the determination of the portion of the profits attributable 
to per rsonal services shall be made under regulations prescribed by the 
Secretary.” The income of a farmer is derived from both his capital 
and his personal services. This will be true also of many others, 
especially those whose income is not derived from the professions. We 
doubt that a satisfactory formula can be devised to segregate such 
income. Wecall attention to the fact that the value of management in 
the farming enterprise is becoming increasingly important. Personal 
services both in the form of management and personal labor performed 
are especially difficult of separate determination from the capital 
contribution. If this legislation is to have value for persons whose 
income is produced in this manner, it should be more specific than is 
the phrase just quoted from the subsection on definition of earned 
income. In view of the difficulties inherent in this problem of allo- 
cating earned income of the self-employed between personal services 
and capital, this committee should give serious consideration to a 
proposal that for the purposes of this legislation, no distinction will 
be made as to income from personal services and capital used in 
conjunction with the taxpayers’ personal labor and management. 
We know this committee is aware that this subject constitutes an 
uncharted field, especially as it relates to self-employed persons like 
farmers. We appear before you, therefore, in support of the plan in 
general terms realizing that many technical details will remain to be 
worked out in order to ‘adapt the idea to farmers. Under these circum- 
stances we cannot say to what extent farmers may avail themselves 
of such retirement plans. In supporting the idea, therefore, we appeal 
especially for the extension of the privilege afforded others. 


I would be glad to confer with members of the staff on this problem, 
which will be the toughest part of it from the standpoint of the farm- 
ing group. 

The Crarrman. We certainly thank you very much for your ap- 
pearance here and for your contribution to this problem. 

The next witness is Mr. Lyle Slye, president of the National Asso- 
ciation of Men’s Apparel Clubs. 


STATEMENT OF LYLE SLYE, GREENSBORO, N. C., PRESIDENT, NA- 
TIONAL ASSOCIATION OF MEN’S APPAREL CLUBS, INC. 


Mr. Stye. Mr. Chairman and members of the committee, my name 
is Lyle Slye and I come from Greensboro, N. C. I am president this 
year of the National Association of Men’s Apparel Clubs, Inc., which 
has 6,000 members. We are an organization of traveling men selling 
men’s clothing and furnishings to retailers, principally on commission. 

The majority of our members are younger men who recognize the 
need for saving for their old-age retirement. Unlike thousands of 
production workers in our field and allied fields, they are not partici- 
pants in corporation payroll saving plans or pension plans. Most of 
them are entirely on their own. 

As is generally the case with men of their generation, many of these 
salesmen served in the Armed Forces in World War II. They laid 
down their arms and began selling at the very time when price con- 
trols were lifted on everything they had to buy—including transporta- 
tion and hotel accommodations. Just when they started earning, the 
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Korean war began. They then found themselves not only with frozen 
commission rates, but forced to pay unfrozen prices for hotel rooms 
and food. 

Now with these lost years behind them, they recognize the need for 
systematic saving for their old-age retirement—if they could only 
have enough money left after taxes ; and the cost of livi ing to salt away. 

The provision made for approved retirement funds under H. R. 10, 
H. R. 11, H. R. 2692, and H. R. 6114, now before your committee for 
considers ation, is prec sisely what they need. We urge your approval of 
one of these identics al bills, and thank you for receiving our petition. 

The Cuarrman. We certainly thank you very much for your con- 
tribution. 

The next witness is Mr. Marshall J. Mantler, executive director of 
the National Association of Women’s and Children’s Apparel Sales- 
men. 

Mr. Mantler, we are glad to have you here. Give your name and the 
capacity in which you appear. 


STATEMENT OF MARSHALL J. MANTLER, ATLANTA, GA., EXECU- 
TIVE DIRECTOR, NATIONAL ASSOCIATION OF WOMEN’S AND 
CHILDREN’S APPAREL SALESMEN AND MANAGING DIRECTOR 
OF THE BUREAU OF SALESMEN’S NATIONAL ASSOCIATIONS 


Mr. Mantuer. Mr. Chairman and members of the committee, my 
name is Marshall J. Mantler and my home is in Atlanta, Ga. I am 
here today in my capacity as executive director of the National Asso- 
ciation of Women’s and Children’s Apparel Salesmen and also as 
managing director of the Bureau of Salesmen’s National Associations. 
We are an organization of approximately 20,000 traveling wholesale 

salesmen located throughout the 48 States. However, there are ap- 
proximately 1 million other men engaged in this profession of whom 
we consider ourselves the unofficial representatives. 

I think I can dramatize the need for passage of H. R. 10 now before 
your committee by informing you that 95 ‘percent of the traveling 
salesmen in the soft goods industries—wearing apparel and shoes— 
are not embraced in any payroll savings plan or pension plan other 
than social security. 

It is typical in our industries—and I speak for shoe salesmen and 
men’s apparel salesmen as well as for women’s and children’s apparel 

salesmen in NAWCAS—to encounter companies with a thousand 
production employees and only six traveling salesmen. Due to ag- 
gressive organization, the thousand production workers usually are 
protected by some form of pension, to which the employer contributes 
or else pays for in its entirety. 

I might add here that our industry, which is one of the largest in 
the world, has about 82 percent of the industry concentrated in New 
York. With the highly organized labor market in New York City— 
and I have no brief for the labor market whatsoever. —they have been 

able to provide pension plans for their production workers. We have 
a situation where the man who sweeps the floor of a plant has a pen- 
sion plan, but the salesmen who keep the wheels of industry turning 
have no security whatsoever. 
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The legislation which you are now considering would help to end 
this discrimination by permitting our members to save a portion of 
their earnings on a tax-deferred basis for their old age. 

We feel keenly that the only possible justification for tax deferment 
on annuity purchases is the existence of a public need. There is no 
sound reason why any group of taxpayers, whether they be employers 
or employees, should be permitted to apply otherwise taxable income 
to the purchase of annuities on either a tax-free or tax-deferred basis, 
unless the Government is trying to find a proper solution for a social 
problem that can be remedied only in such a manner. It would not 
be fair to the great mass of American taxpayers for the Government 
to allow tax exemption or tax deferment on current income for any- 
thing other than a public purpose. It would not be right for our 
Government to indulge in arbitrary, discriminatory class legislation, 
which grants tax exemption to one class of taxpayers, tax deferment 
to another, and denies equal treatment under the law to the great mass 
of taxpayers in relatively the same economic or social predicament. 

You gentlemen are more familiar with the provisions and ramifica- 
tions of section 165 of the Internal Revenue Code than I am. Without 
going into detail, it enables an employer to contribute on a tax-free 
basis and employees to have such accumulation made in pension trusts 
for their account on a tax-deferred basis until such time as they 
actually draw benefits therefrom. The Treasury Department requires 
that such plans be fair to all employees intended to be benefited and 
that the trust nature of the plan be safeguarded. 

The best estimates we have been able to get are that roughly 18,000 
to 20.000 approved pension plans are in existence and that roughly 
$114 billion of otherwise taxable income are being contributed an- 
nually on a tax-free basis to such plans. 

The only justification from a public viewpoint of this diversion of 
otherwise taxable income into tax-free use is that social security pay- 
ments are not adequate to meet the reasonable requirements of em- 
ployees in their old-age retirement. If social security payments were 
adequate, it must fellow as a matter of logic that the diversion of 
$11, billion of otherwise taxable income into a tax-free use would be 
discriminatory class legislation. 

The social problem justifying tax-free contributions to pension 
funds is a nationwide problem encountered by all workers. It im- 
pinges not only on employees of corporations, but equally on profes- 
sional workers, tradesmen, traveling salesmen and others. No self- 
employed person receives a larger rate of benefit under social security 
than do employees of corpor: .tions, 

In this country we do not have second-class citizens with restricted 
rights, privileges, or immunities. If exemptions are to be provided 
from any public taxing statute to relieve economic distress in old 
age, they should be available to every citizen confronted with the same 
economic problem. That is only fair and right, and that is what the 
organizations I represent stand for. We do not ask for privileges 
and exemptions not accorded other citizens of the United States, nor 
do we consider it proper for other citizens, by arbitrary class distinc- 
tions, to be accorded privileges and exemptions from taxation that we 
as traveling salesmen do not have. 

What I have said is not a criticism of section 165 of the Internal 
Revenue Code, or of anyone who had anything to do with its enact- 
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ment. That provision was put in during a period when we were 
emerging from a great depression, when employee income was low, 
and when tax rates were only a fraction of what they are today. It 
was put in when there was no need for the self- employed worker or 
professional man to seek the partial old-age retirement shelter pro- 
vided by social security. The independents in the business world took 
pride in their own economic strength and looked forward with con- 
fidence to being able to provide adequately for their own old-age 
retirement. 

But, gentlemen, this picture has changed, and changed radically, 
between the late thirties and the early fifties. Today, with living costs 
at an all-time peak and with taxes expertly designed to siphon off 
every dollar not required by individuals to maintain essential living 
standards, we no longer look forward to old-age retirement with con 
fidence. We are not only perplexed by the prospect of indigent old 
age, but many of us are distressed at its imminence. That is why 
tod: ay, you have before you representatives of leading professional and 
business groups, pleading that you use your position and influence to 
obtain just and reasonable treatment of the great class of inde »pendent 
workers so as to enable then to provide a standard of living in their 
old age retirement comparable to that of corporation employees. 
They simply cannot do it by savings accumulated after meeting cur 
rent living costs and paying high taxes 

Most of the inde pe nde nt workers re pre ‘sented here today are the ones 
who must bear a large part of the additional tax burden resulting 
from the tax-free diversion of corporate income to retirement bene fits 
for employees. Is it fair, is it in the American spirit, that the in- 
dependent professional man, the independent tradesman, and the 
traveling ciliate an should be saddled with the load of providing old- 
age economic freedom for the factory worker, when they cannot pos- 
sibly provide it for themselves under the existing tax structure? 

While we do not ask for privileges or exemptions not granted to 
others, we do feel that the great class of self-employed persons in this 
country, including traveling salesmen, are entitled as a matter of 
fair play to enjoy the privileges and exemptions granted others. 

We do not advocate any change in section 165 of the Internal 
Revenue Code that would stop any employer from initiating or con- 
tining tax-free contributions to a pension plan for workers. But if 
this privilege of tax-free contribution is continued, as we hope it 
will be, we feel that the old-age retirement needs of the self-employed 
make it imperative that they be permitted, under proper regulations, 
to contribute on a tax-deferred basis to retirement annuity pure hase. 
We do not ask for tax exemption on such payments, as corporations 
and other employers have the right to enjoy, but only for tax defer- 
ment until the benefits of the annuity are paid to us. We believe that 
only through extension of such a wrivilege to the great mass of self- 
employed persons can these woekines provide reasonably and con- 
fidently for their old-age retirement. We know that our plea is sound 
in principle, and we commend it to your earnest consideration. 

Salesmen are proud people, individualists to the hilt; they do not 
ask the Congress to provide them with a pension or to bring pressure 
to bear on their employers to buy one for them. All we seek is the 
same right that wage earners possess which is to have tax-deferred 
payments made into a pension fund for our retirement. 
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No other legislation in which our group has been interested has 
aroused so much enthusiasm on the part of our 6,500 members. Per- 
haps the fact that their average age is 48 has influenced their judg- 
ment. Now is the time that they | must save. A pitifully few have 
enough left over after taxes and the cost of travel (which the com- 
mission salesman has to pay out of his own earnings) to save. 

Our interest in the topic you are considering today is so great that 
we have spent considerable time and money investigating retirement 
funds of the sort envisioned by H. R. 10. We are prep: ared to set upa 
trusteed plan of our own which would pay retired salesmen from $100 
to $200 a month, not counting social security. We are ready to submit 
it to the proper officials for approval the day H. R. 10 or a similar 
bill becomes law. 

We respectfully urge you to approve and recommend early passage 
of H. R. 10 by the House when it reconvenes. 

‘Thank you for receiving my plea. 

The CHairman. Thank you very much for your contribution. 

The next witness is Mr. Jesse Alexander, president of the National 
Shoe Travelers Association. 

We are very glad to have you here, Mr. Alexander. State your name 
and the capacity in which you appear 


STATEMENT OF JESSE ALEXANDER, PRESIDENT, NATIONAL SHOE 
TRAVELERS ASSOCIATION 


Mr. Atexanper. Mr. Chairman and members of the committee, my 
name is Jesse Alexander. I am president of the National Shoe Travel- 
ers Association, a nationwide organization whose members sell foot- 
wear on commission to retailers. 

Our 3,000 members are intensely interested in H. R. 10, introduced 
by Vice Chairman Jenkins and now before your committee, because 
it offers them an opportunity to save for an old-age retirement annuity 
for the difficult years ahead. The average age of shoe salesmen in the 
manufacturing and wholesale field is 51, which means that many of 
them are hard pressed to accumulate an adequate sum to provide for 
their declining years. 

I have come to Washington from my home in Dallas, Tex., to speak 
on behalf of these men. Most of them have overcome tremendous ob- 
stacles to keep their families going. They were selling in the years of 
the great depression. Then came World War II with its scarcities. 
Unlike other soft goods, shoes were rationed because of military 
needs for leather. By the time the restrictions were lifted, the so- 
called sellers’ market was over. There has never been a heyday for 
our members. 

I need not dwell on rising costs and declining commission earnings, 
which have plagued our salesmen. Together with increased taxes, 
these items of overhead have prevented most of them from saving. 
Very few are covered by any form of pension other than social secu- 
rity. So I voice their hope that the legislation you are considering 
will be approved by your committee. 

We especially mer you to retain the provision in subsection (p) 

(3) of H. R. 10 (p. 3 beginning with line 21) which permits older 
men between the ages of 55 and 75 to accelerate their tax-deferred 
annuity savings at the rate of 1 percent of net earnings per year. This 
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is not only important to shoe salesmen ; because of their age and their 
few remaining productive years, it is absolutely urgent. 

Thank you for your consideration of my comments. 

The CHamman. We thank you, Mr. Alexander, for your fine pres- 
entation of this important subject. 

The next witnesses are Mr. Louis A. Capaldo and Mr. Benjamin 
Shapiro, on behalf of the National Council of Salesmen’s Organiza- 
tions. 


STATEMENT OF MILTON J. OPPENHEIMER, LARCHMONT, N. Y., 
ACCOMPANIED BY SANFORD GREEN, GENERAL COUNSEL, NA- 
TIONAL COUNCIL OF SALESMEN’S ORGANIZATIONS, INC. 


Mr. OprenHeIMeER. Mr. Chairman and members of the committee, 
my name is Milton J. Oppenheimer of Larchmont, N. Y. I am ap- 
pearing for Mr. Louis A. Capaldo, president of the National Council 
of Salesmen’s Organizations, Inc. I am a member of the National 
Council of Salesmen’s Organizations, and am speaking for Mr. Cap- 
aldo. I am accompanied ‘by Mr. Sanford Green, general counsel of 
the National Council of Salesmen’s Organizations. 

It is a pleasure and a privilege to be here and to have the opportu- 
nity of bringing our point of view to this committee. We are con- 
fident it will result in a much improved and economically sounder 
tax structure. 

This statement is respectfully submitted on behalf of the National 
Council of Salesmen’s Organizations, Inc., a nonprofit membership 
organization duly organized under the laws of the State of New York 
with its principal office at 80 West 40th Street, New York City. 

The National Council of Salesmen’s Organizations is a federation 
of wholesale salesmen’s associations and clubs, representing a veritable 
cross section of American industry. We have appended to this state- 
ment a list of council’s members and affiliated groups. 

As the parent body for these industrywide and regional salesmen’s 
clubs and organizations, National Council is most gratified that it 
has received this opportunity of presenting briefly the views of thou- 

sands of salesmen throughout the country on the vy ritally important 
subject of encouraging contributions to restricted retirement funds 
through appropriate revisions of the Internal Revenue Code. 

Before proceeding, we desire to note and acknowledge the appre- 
ciation of our member groups and of their individual members for the 
extraordinary conscientiousness, diligence, and, indeed, self-sacrifice 
manifested by the distinguished chairman and members of this great 
committee in hearing and weighing all points of views, with regard 
to the improvement of our Federal system of taxation. Such efforts 
are not alone a tribute to our democratic way of life but we are con- 
fident they will result in a much improved, economically sounder, 
and more equitable tax structure. For all of this we are indeed most 
grateful. 

As the national voice of thousands of wholesale salesmen—the men 
who earn their daily bread by leaving hearth and home to sell the 
goods of American factories to retailers and distributors in every far- 
flung corner of our great Nation—we urge this committee to report 
favorably, for action at the next session of this Congress, the Jenkins- 
Keogh-Camp bills, H. R. 10, H. R. 11, and H. R. 2692, respectively. 
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We believe that the enactment into law of the proposed amendment 
to section 22 of the Internal Revenue Code should receive your ap- 
proval at this time when your committee is considering revisions of 
~ tax laws, for the following reasons: 

The proposal to permit exclusion for tax purposes of a portion 
of income from gross income paid to a restricted retirement fund or 
as premiums under a restricted retirement annuity contract, is in com- 
plete accord with the aim and pledge of this administration to en- 
courage privately sponsored pension and retirement plans. 

2. Postponement of the payin nt of income tax on income set aside 
for retirement as embodied in the proposals of the Jenkins-Keogh- 
Camp bills would extend the same tax benefits to self-employed and 
to such emp! oyees not covered by approved company pension plans, 
us presently are available to those included in qualifying pension 
plans and would thus eliminate the glaring inequity which exists by 
virtue of such discriminatory treatment as between different classes 
of taxpayers. 

3. Salesmen constitute the largest single occupational group gen- 
erally excluded from fringe benefits such as pension plans enjoyed 
by other employees. Enactment into law of H. R. 10, H. R. 11, and 
H. R. 2692 would establish a simple and direct method for encourage- 
ment of private savings for the retirement of salesmen not otherwise 
available to them. 

4. The type and fluctuation of expenses and income characteristic 
of the selling profession makes it essential that firm provisions be 
made for the future security of salesmen; permitting them to set 
aside a portion of their gross income, free of tax, to provide for 
their future security, would be a great boon to millions of individual 
salesmen whose incomes are suffering from substantial inroads as a 
result of the constantly increasing costs of selling on the one hand, 
and the declining number and extent of markets and territories open 
to them on the other. 

The proposed legislation would make available to the independent 
contractor type of salesman the tax benefits which should be his as 
a se elf- employed person. 

Present social-security benefits do not provide sufficient safe- 
7 against the unemployment and privations that come with old 
age. The Jenkins-Keogh-Camp bills by encouraging private retire- 
ment and pension funds, under established government criteria, would 
goa long way toward changing the mood of salesmen after they reach 
the age of 65 from The Death of a Salesman to The Life of a Sales- 
man. 

The Jenkins-Keogh-Camp bills are in line with the administra- 
tion’s pledge of encouraging private pension and retirement plans. 

The present national administration is pledged to encourage pri- 
vate enterprise and individual initiative. The salesmen of America 
are in complete accord with this aim of our Government. 

If any one group can be termed “rugged individualists,” in an 
economic sense, it is salesmen. The tendency, derived in a great 
measure from the nature of their work, to go it alone economically, 
has unfortunately been taken advantage of in a society where other 
employe groups and professions have had their interests protected. 
Consider for example that the outside salesman is the only group, 
other than those engaged strictly in a local retailing capacity (and 
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their working conditions are generally protected by State laws) un- 
conditionally exempt from the} provisions of the Fair Labor Standards 
Act. All other types of employees in interstate commerce are pro- 
tected under the wage and hour law; the executive, professional, and 
administrative groups have earning tests provided for them before 
they are exempted; not so the outside salesman. For him, there is 
no protection as to minimum earnings. 

Prof. Harry R. Tosdal of the Harvard University Graduate 
School of Business Administration, in his study comprising two 
volumes published this year, entitled “Salesmen’s Compensation” 
states : 

It is apparent that insufficient attention has been devoted to the problems 
of salesmen’s retirement and pensions although the subject has been in news- 
paper headlines and has been prominent in many union negotiations during 
the past few years as far as factory and other workers have been concerned. It 
is only since World War II that pension plans for salesmen have begun to 
furnish something of a problem to a few concerns; but the fact that they have 
not or are not likely to become subjects of union negotiation is certainly not 
reason for failing to consider them. 

The Jenkins-Keogh-Camp bills, by providing for the deduction 
from income of the amount contributed to a qualifying retirement 
plan or annuity contract would assure not only the incentive but 
also the financial means for the salesman to provide for his own re- 
tirement plan. This would be in line with the Government’s idea 
of encouraging private pension systems. President Eisenhower, in 
his state of the Union message delivered to Congress on February 2, 
1953, stated as follows: 

There is urgent need for greater effectiveness in our programs, both public 
and private, offering safeguards against the privations that too often come with 
unemployment, old age, illness, and accident. The provisions of the old-age 
and survivors insurance law should promptly be extended to cover millions of 
citizens who have been left out of the social-security system. \o less important 
is the encouragement of privately sponsored pension plans. [Italie ours.] 

The present provisions of the Internal Revenue Code permit cor- 
porations to set aside retirement funds for their employees and to 
deduct such contributions as part of the cost of doing business. Fail- 
ure to allow self-employed and employees not covered by approved 
company pension plans to get some tax consideration on funds they 
may set aside for retirement purposes constitutes an unfair and un- 
reasonable discrimination against them. 

It has been estimated that, if pursuant to section 165 of the Internal 
Revenue Code a corporation has set up a pension plan for its employees, 
it can put up $1 to purchase future security for a worker at a cost of 
only 47 cents and lower if the corporation is in the excess-profits-tax 
bracket. Yet the self-employed and employees not fortunate enough 
to be employed by companies which can afford company pension plans, 
can receive no tax consideration with respect to any moneys they may 
wish to set aside for their retirement. This is manifestly a dis- 
crimination which should be eliminated in the general overhauling job 
which your honorable committee has undertaken to do on the Federal 
tax laws. 

To quote President Eisenhower ag ain; in one of his cai !paign ad- 
dresses he said the following: 

There are over 10 million workers who cannot take advantage of these tax 
relief provisions now offered to corporations and other employees * * * I think 
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something ought to be done to help these people to help themselves by allowing 
a reasonable tax deduction for money put aside by them for their own savings. 

The provisions in the Jenkins-Keogh-Camp bills are fair and rea- 
sonable. Ample provision is made to surround the tax deductibility 
provisions with necessary safeguards against abuse, as, for example, 
the proviso that payments from the restricted retirement funds may 
not commence before age 65 (earlier in the case of a permanent dis- 
ability). If, howeve r, payments are drawn out in a lump sum after 
5 years’ accumulation, they would be subject to a capital-gains tax. 
T he definition of “restricted retirement fund,” as contained in the bills, 
is extremely tight, as it should be. 

We respectfully submit that passage of these bills would blot out 
the anomaly of having one group of taxpayers favored as against an- 
other in the field of old-age security where there should be equality 
of opportunity and treatment. 

3. Salesmen generally have not received fringe benefits extended 
to other employee groups and are in particular need of the type of 
tax consideration provided for by the proposed bill. 

As Professor Tosdal has pointed out in the passage from his book, 
Salesmen’s Compensation, already quoted, there has been an apparent 
lack of attention given to the problem of fringe benefits for salesmen. 
A number of reasons can be ascribed for this neglect. By far, the 
largest number of wholesale salesmen are employed ‘by the medium and 
smaller size business concerns for whom the cost of pension plans and 
other fringe benefits in most instances is intolerable. The cost of 
the initial funding of such company plans is the big obstacle and 
small business generally needs all available capital for expansion and 
stability to assure its continuance as a competitive factor. 

The salesmen themselves, as indicated previously, in addition to 
being rugged individualists, are also incorrigible optimists and tend 
to underestimate the future so that demands for provisions today 
which will not bring benefits for 20 years or more, are unlikely to 
occur to them. 

Salesmen generally have not joined trade unions or otherwise bar- 
gained collectively so that they have not received benefits which or- 
ganized workers have been granted as a result of the influence of such 
forces. 

Finally, the problem of turnover in sales forces due to increasing 
economic perils facing the individual salesman, has complicated the 
establishment of pension plans by employers. 

We therefore observe that the average salesman today is not likely 
to be found enjoying the expanding number of fringe benefits en- 
joyed by other types of employees. 

The encouragement which would be forthcoming to individual 
salesmen in the event the Jenkins-Keogh-Camp bills are enacted into 
law, to set up their own old age retirement m treme is essential if this 
country is not to be faced with a “lost profession.” Few indeed will 
be the number of younger men who will be likely to venture into a 
field of life’s endeavor such as selling with all the economic hazards 
which must be faced when they go forth to sell in‘a complicated and 
competitive market and which does not even provide the means for 
safeguarding against the perils of old age and the privations of dis- 
ability. 
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The economic welfare of the Nation demands that more attention 
be given to the working conditions and future security of the front- 
line troops of American  industr y—the salesmen. ‘The Jenkins-Keogh- 
C _ bills are a step in the right direction. 

The type of fluctuation of expenses and income characteristic of 
an selling profession makes it imperative that provisions be enacted 
to encourage individual security plans. 

While the role of the salesman in the economic life of our countr y 
will always be a vital one, the many changes which are occurring 
daily in distribution methods give rise to a fluid situation as regards 
the day-to-day work of the whclesale salesman. More and more 
he is required to give heed to his future security. Many cases are 
known ef veteran salesmen displaced overnight by reason of a 
change in the methods of selling of their employers. Salesmen gen- 
erally are suffering today from a curtailment of territories and a re- 
striction of accounts due to the establishment of branch selling of- 
fices by their principals. To make matters worse, the costs of selling 
goods which in most instances the wholesale commission salesman 
must bear out of his earnings continue to rise; transportation costs, 
hotel rates, food costs are all spiraling. Caught in this vortex, the 
salesmen of America would indeed welcome the opportunity to set 
aside, free of tax, a reasonable amount of his gross earnings in order 
to provide for his future. We repeat the point that it is not only 
for the welfare of the salesmen of America that we urge this mini- 
mum tax consideration but such legislation will inure to the benefit of 
our economic structure as a whole if it will result in the occupation of 
selling being less perilous and more inviting as a field of activity for 
ale ort and aggressive young men. 

Those salesmen who are independent contractors should be per- 
mitied to make their own provisions for old age and retirement as 
self-employed persons. 

Until the Social Security Act was amended recently, salesmen oper- 
ating as independent contractors were excluded from coverage. 
National Council successfully sponsored and supported enabling legis- 
lation to extend coverage to such individuals. 

We are now pleased to give our support and to lend our efforts on 
behalf of the Jenkins-Keogh-Camp bills which will permit the self- 
employed to set aside a limited amount from their gross income free 
of tax for the purpose of providing their own individual retirement 
funds. 

Extension of this type of tax consideration, presently available to 
approved company pension plans under section 165 of the code is a 
necessary step in the elimination of inequities in the present tax laws 
and will enable the self-employed salesman to make the necessary 
orig: ial investments to insure his future security. 

Social-security benefits are insufficient and are far from being a 
substitute for the type of individual savings which would be en- 
couraged by the passage of the Jenkins-Keogh-Camp bills. 

We do not believe that this committee has to be convinced of the 
fact that the present social-security benefits are inadequate for retire- 
ment on any basis comparable to that which the average self-employed 
person or employee has been ear ning and requires for his old age and 
that of his family. This is not in derogation of our great social- 
security system although there are, of course, a number of revisions 
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in that system which are sorely needed and which undoubtedly will 
receive this committee’s attention in the near future. 

It has been demonstrated that presently, for example, the maximum 
benefits available to a married man with his wife living is $127.56 
per month. To a person earning $15,000 a year, this is less than 14 
percent of his former income after taxes. These ex: umples could be 
multiplied. Suffice it to say, however, that individual savings must 
be encouraged as an addition to the benefits provided by social security. 

In conclusion, we respectfully urge this committee to report out 
favorably the Jenkins-Keogh-Camp bills. Such tax consideration will 
enable salesmen, who otherwise would not be able to do so, to look 
forward with equanimity and confidence to the day when they must 
“put down their sample cases” and to the time when they will no 
longer have the vitality and “spirit” for the sustained physical effort 
required for the job of selling the goods of our Nation’s industries. As 
salesmen we are pleased to join our forces with those of so many other 
groups in support of this progressive and sound tax legislation. 

The CHarrMan. Thank you very much. 

(The following list was submitted by the witness :) 


ASSOCIATIONS AFFILIATED TO AND COOPERATING WITH THE NATIONAL COUNCIL OF 
SALESMEN’S ORGANIZATIONS, INC. 


Allied Textile Association 

Amigos of Syracuse, Inc. 

Associated Millinery Men of New York 

Associated Millinery Men of Philadelphia 

Boot and Shoe Travelers Association 

3oys Apparel Salesmen’s Club 

Central States Hardware Club 

Connecticut Paint Salesmen’s Club 

Costume Jewelry Salesmen’s Association 

Dress Salesmen’s Association 

Drug Salesmen’s Association of Pennsylvania, Inc. 

Empire State Furniture Manufacturers’ Representatives, Inc. 
Fabric Salesmen’s Guild of New York 

Fabric Salesmen’s Association of Boston, Inc. 

Fabric Salesmen’s Club of Chicago 

Food Products Salesmen’s Association, Inc. 

Furniture Manufacturers’ Representatives of New York, Inc. 
Furniture Manufacturers’ Representatives of New Jersey, Inc. 
Garment Salesmen’s Guild 

Handbag Supply Salesmen’s Assoviation 

Infants and Children’s Wear Salesmen’s Guild, Ine. 

Infants Furniture Representatives Association of New York 
Luggage and Leather Goods Salesmen’s Association 
Manufacturers’ Representatives Association of Sporting Goods 
Maryland Wholesale Furniture Salesmen’s Association 
Men’s Apparel Guild of Wholesale Salesmen 

Men’s Apparel Club of New York City, Ine. 

National Handbag and Accessories Salesmen’s Association, Inc. 
New England Corset and Brassiere Club 

New England Negligee and Linverie Association 

New York Association of alery Mill Salesmen 

New York Candy Club 

New York Corset Club 

New York Paint Travelers, Inc. 

New York-Penn-Ohio Travelers Association, Inc. 

Philadelphia Corset and Brassiere Club 

Philadelphia Cosmetie Club 

Philadelphia Wholesale Furniture Salesmen’s Association 
Philadelphia Textile Salesmen’s Association 

Philadelphia Save-The-Surface Paint Club 








GENERAL REVENUE REVISION 1SS9 


Pittsburgh Paint Salesmen’s Club 
Professional Sales Club of New York 
St. Louis Textile Club, Inc. 
Sportswear Salesmen's Association, Inc. 
Textile Veterans Association 
The Salesmen’s Association of the American Chemical Industry 
Rocky Mountain Trade Association 
Southern Travelers Association 
The Far Western Travelers Association 
The Piece Goods Salesmen’s Association 
Toy Knights of America 
Travelers Association of Paint and Allied Trades of New Jersey 
Underwear-Negligee Associates, Inc. 
Wash Frock Salesmen’s Association, Inc. 
The CnatrMman. The next witness is Mr. Edwin S. Cohen, on be- 
half of the National Association of Investment Companies. 
Mr. Cohen, we are glad you are here. State your name and the 
capacity in which you appeat 


STATEMENT OF EDWIN S. COHEN, ON BEHALF OF THE NATIONAL 
ASSOCIATION OF INVESTMENT COMPANIES 


Mr. Coren. Mr. Chairman and gentlemen of the committee, my 
name is Edwin S. Cohen. I ama member of the firm of Hatch, Root, 
Barrett, Cohen & Knapp, of New York, N. Y., and am of counsel to 
the National Association of Investment Companies, on whose behalf 
I am appearing today. 

With the general objectives of H. R. 10 and H. R. 11, introduced 
January 3, 1953, which seek to provide in the Internal Revenue Code 
a mechanism for retirement plans for individuals comparable to those 
permitted to be established by employers, we believe there can be no 
sound objection. 

We should like, however, to call to the attention of the committee 
one point in the pending bills which we submit should be corrected 
before passage. Section 4 of the bills would add to the code a new 
section 173, which would require in subsection (b) (2) that the trustee 
of the restricted retirement funds for individuals be a bank, as de- 
fined in section 104 of the code. The purpose of this requirement 
undoubtedly is to insure that an institution of public standing will 
hold the deposited funds and see that they are not made available to 
the individual except under the circumstances specifically permitted 
by the code. 

We suggest, however, that where the trust agreement by its terms 
permits investment sole sly in obligations of the United States Govern- 
ment or in shares of publicly held investment companies registered 
with the Securities and Exchange Commission under the Federal 
Investment Company Act of 1940, the statute should not require that 
a bank be the trustee but should require only that a bank be a custo- 
dian of the securities in the trust under appropriate regulations of the 
Secretary of the Treasury. <A trustee is charged with the responsi- 
bility of selecting investments as well as with the care and cus tody of 
the securities in which the investments are made. For this reason the 
charges of a bank are substantially greater when it acts as trustee 
than when it acts only as a custodian. Most of the retirement funds 
to be established under the proposed statute, particularly in the early 
years following their creation, would be of relatively small size, and 
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the differential in the charges of the bank, depending upon whether 
it acted as trustee or as custodian, would be especially significant in 
such cases. 

United States Government securities and shares of publicly held 
investment companies would be particularly appropriate forms of 
investments for retirement trusts of relatively small size. Govern- 
ment securities are obviously a desirable investment for retirement 
funds. So also in appropriate cases are the securities of publicly held 
investment companies, which are subject to regulation by the Securi- 
ties and Exchange Commission, and which furnish to investors of 
moderate means an opportunity for diversification of risk and expert 
management advice. So long as adequate safeguards are established 
in the proposed statute for the protection of the Treasury, inexpensive 
means for investment of retirement funds in these securities should 
be facilitated. 

If under the terms of the trust agreement the trust funds must be 
invested in United States Government securities or in the shares 
of publicly held investment companies, the objectives of the statute 
would be fully attained by a requirement that a bank act as custodian 
only. The custody agreement with the bank would provide, under 
regulations of the Treasury Department, that the bank could not de- 
liver over any part of the trust assets to the taxpayer except in ac- 
cordance with the strict terms of the statute. 

We, therefore, respectfully suggest to the committee that where the 
trust investments are so limited, the statute should require only that 
the bank act as a custodian and relieve the taxpayer from the ad- 
ditional expense which would be incurred if the bank acted as a trustee 
charged with the duty of selecting investments. Of course this would 
not preclude a taxpayer from appointing a bank as trustee in any 
case. 

We submit for the consideration of the committee a form of brief 

amendment to the proposed section 173 (b) (2) which would add at 
the end thereof (p. 11, line 5) the following language: 
Provided, however, the requirement that the trustee be a bank (as so defined) 
shall not be applicable to any trust indenture which authorizes and directs the 
trustee or trustees (a) to invest and reinvest the assets of the trust solely in 
obligations of the Government of the United States and/or in shares of invest- 
ment trusts or companies registered under the Federal Investment Company Act 
of 1940 as from time to time amended and (b) to place and maintain the assets 
of the trust in the custody of a bank (as so defined), under such rules and 
regulations as may from time to time be prescribed for the protection of the 
participating members by the Secretary. 

May I add, Mr. Chairman, that I am informed, as Mr. Leslie M. 
Rapp stated earlier today in his testimony, that the committees on 
whose behalf he appeared have no objection to an amendment of this 
type 

The Cuatrman. We thank you very much for your contribution, 

The next witness is Mr. Jabez H. Wood, on behalf of the Investment 
Counsel Association of America. 

Glad to see you here, Mr. Wood. State your name and the capacity 
in which you appear, and we will be glad to hear you. 
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STATEMENT OF JABEZ H. WOOD, REPRESENTATIVE, INVESTMENT 
COUNSEL ASSOCIATION OF AMERICA 


Mr. Woop. Thank you, Mr. Chairman and members of the com- 
mittee. My name is Jabez H. Wood. I represent a national organiza- 
tion of investment counsel firms. I am a member of the board of gov- 
ernors of that association and chairman of a special committee on the 
Jenkins-Keogh bills. I am a partner in the investment counsel firm 
of Van Cleef, Jordan & Wood of New York City. 

Our members are registered with the SEC. Our membership in- 
cludes 38 firms located in 15 States. We serve many eauale of 
clients throughout the Nation. Among our clients are administrators 
of pension funds set up under section 165 of the Internal Revenue 
Code for the benefit of corporate officers and employees. 

The members of our association are strongly impressed by the dis- 
crimination between the rights of corporations to accumulate retire- 
ment benefits for their officers and employees as compared with the 
position of the self-employed, including the professional man. We 
have not felt it was the intent of Congress to create such discrimination 
and, in cooperation with other associations, support the principles of 
the Jenkins-Keogh bills. 

Many of our firms are partnerships or proprietorships. In these 
instances, there is discrimination between ourselves and corporate 
employees. Others of four firms have incorporated and can take ad- 
vantage of the provisions of section 165 of the code. Thus, there is 
also discrimination among the members of our association, depending 
upon the type of legal entity under which they choose to operate. 

Th. re is competition for younger talent between our firms and 
corporations which offer more attractive retirement benefits than are 
available to us. We do not believe it is the policy of Congress to make 
it more attractive for young talent to become employed in the large 
corporations. We trust this committee feels that individual initiative 
is suill worth stimulating in this country. 

Since our members are covered by social security, we do not wish 
to enter into the controversy which may arise between the professions 
and this committee on this point. We simply say that social security 
does not provide sufficient incentive to attract personnel to our firms 
as compared with the benefits offered by the retirement plans of large 
corporations. 

We wish to stimulate creation of retirement plane for individuals 
in some measure as beneficial as those available through section 165 
of the code. This will give some relief from the financial pressures 
which now bear so heavily upon the self-reliant and productive citi- 
zens of this country who wish to develop earning power within them- 
selves. 

In addition to our support of the broad provisions of these bills, 
we would like at the proper time to submit suggestions as to some of 
the detailed provisions of the bills. Many of our firms are ex- 
perienced in the administration of investment funds. Our firms be- 
lieve that we can be of service to the self-employed in counseling on 
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the investment of funds accumulated under the provision of these 
bills. 

Our chairman, Mr. Floyd L. McElroy, spoke on this subject at one 
of the meetings of our association. He pointed out that the rate of 
return on investment funds is an extremely important factor in pen- 
sion plans. The actuarial profession has developed a rule of thumb 
on pension plans, according to Mr. McElroy, which runs about as 
follows: 

An increase in income of about 1 percent can mean a reduction of 25 percent 
in the cost of fixed pensions or an increase of 33 percent in benefits of flexible 
pensions. 

For example: Let’s suppose that under the Jenkins-Keogh bills 
an individual puts $1,000 a year into a pension plan which is invested 
entirely in bonds at an average return of 3 percent. At the end of 20 
years, he has accumulated credits of $26,870 and this amount in- 
vested in a life annuity at age 65 would pay him a retirement benefit 
of about $185 a month. 

If the same fund has been invested in a balanced and diversified 
bond and stock portfolio, in accordance with accepted practices fol- 
lowed by most of the members of our profession, and there is a return 
of 41% percent plus capital gains at a conservative rate of 2 percent, 
the individual would have accumulated $39,000 on retirement and 
would receive a monthly annuity of $260, an increase of nearly 60 
percent. This estimate of return is based upon the experience of 
funds administered by members of our association, the records of 
which are public. 

This comparison brings out forcibly the importance of providing 
broad powers of investment as against limiting investments to low- 
rate fixed-income securities. The investment of pension funds should 
take into account changes in cost of living between the times the funds 
are committed and when they are received. It is necessary to main- 
tain a measure of purchasing power by investment if the pensioners 
are to be satisfied. 

The great bulk of these new plans will be established by men whose 
various professions and fields of endeavor have given them no oppor- 
tunity to acquire any significant background of investment experience 
and judgment. The success or failure of these plans will rest pri- 
marily on the investment policies and practices which are followed. 

If these plans are to obtain the full benefit of the advantages pro- 
vided by the law then it is essential that the trust indenture should be 
drawn so as to retain broad investment powers in the hands of the 
members rather than have these powers pass automatically to the bank 
trustee whose legal responsibilities would presumably greatly reduce 
the field for investment and probably result in a far less satisfactory 
purchasing-power return on the invested funds. The participating 
members, however, will likely have little investment experience or 
background. This will require that, as under section 165, the direc- 
tion of the investments be made by a committee of such members, 

We suggest that these committees be given powers as broad as now 
available under section 165 of the code. There would thus be an op- 
portunity for successful investment of the funds and the responsi- 
bility for investment would be lodged where it should be with the 
contributing members themselves. 
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Mr. Srmpson. We thank you for your appearance and the suggestions 
you have made, Mr. Wood. 
Mr. Woop. Thank you, Mr. Chairman. 


STATEMENT OF LESLIE MILLS, MEMBER, COMMITTEE ON FEDERAL 
TAXATION, AMERICAN INSTITUTE OF ACCOUNTANTS 


Mr. Smpson. Our next witness is Mr. Leslie Mills of the American 
Institute of Accountants. Will you give your full name and the ca- 
pacity in which you appear, Mr. Mills? 

Mr. Mitts. Yes, Mr. Chairman. I am Leslie Mills of New York, a 
certified public accountant. I am a member of the committee on 
Federal taxation of the American Institute of Accountants, and chair- 
man of a special subcommittee on pension plans. I appear today as an 
official representative of the American Institute. 

Last year the president of the American Institute appeared before 
this committee in support of similar bills on which hearings were then 
held. I am sorry that our current president is prevented by other 
commitments from appearing today. However, I am authorized to 
inform you that these bills have the official support of the American 
Institute through resolutions adopted by its council, which is the 
governing body, and by the membership at an annual meeting. 

The general arguments in support of these bills have already been 

resented to the committee, and the statement of the president of the 
institute last year set forth in detail the reasons why certified public 
accountants have a special interest in this legislation. Accordingly, I 
will make only a brief restatement of the position of certified public 
accountants, and a short explanation of a policy action taken or the 
council of the institute during the past year which bears on this 
question. 

The typical certified public accountant works as an employee of a 
public accounting firm bavna his early professional years, and hopes 
eventually to become a partner, or go into business for himself. More- 
over, public accounting firms are required by law in most States, and 
in any case by their own code of professional conduct, to practice as 
individuals or partnerships and not as corporations. Therefore, 
they cannot set up pension plans covering both partners and employees 
under section 165 of the Internal Revenue Code. It is impracticable 
in most cases for them to set up pension plans for employees only be- 
cause most of the firms are small, and the best employees expect to 
become partners eventually—which would mean loss of their pension 
rights. As a consequence, many first-rate men leave the accounting 
profession to accept positions in industry where section 165 pension 
plans are available, and those who remain in our profession are at a 
distinct disadvantage in this respect. 

The firm of which I am a partner has a continuous problem of replac- 
ing men who leave the public accounting profession to accept positions 
in industry, and one of the considerations which induces them to leave 
is the availability of ne plans. Under the present tax 
situation, most practicing certified public accountants would probably 
have a much better chance of providing a comfortable income for their 
old age as corporation executives than as professional practitioners. 

We C. P. A.’s believe that the present law is manifestly unfair to 
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self-employed professional people, and to other self-employed indi- 
viduals who would benefit from the provisions of the bills now under 
consideration. 

At last year’s hearings, some questions were raised by some members 
of this committee as to why professional groups apparently did not 
wish to avail themselves of social security coverage. We believe that 
coverage under the old-age and survivors insurance plan is essentially 
irrelevant to the legislation now under consideration, because what 
we are asking is that self-employed individuals should receive benefits 
similar to those available to corporation executives who are covered by 
social securitv. However, while some of the organizations supporting 
the Jenkins-Keogh bill may take a different position, you may be 
interested to know that at its last meeting the Council of the American 
Institute of Accountants adopted a resolution stating that if the 
present administration proposed legislation to extend social security 
coverage to professional groups not now covered, we would support 
such legislation. As you know, this extension of coverage has re- 
cently been recommended by President Eisenhower. 

In conclusion, I should lke to emphasize the fact that the certified 
public accountants of the country practicing their profession, deemed 
essential to the business community, cannot under the present tax 
structure make provision for their retirement out of current income. 
‘Those who practice their profession as individuals or as members of 
a partnership are not eligible for tax-approved pension plans. The 
vast majority of those who are employed by professional firms find 
that their employers are much too small to set up actuarially sound 
pensions plans, and this disability extends also to the large group of 
nonprofessional employees of such firms. 

We believe that these bills are sound in principle, and are in ac- 
cordance with the well-established public policy of encouraging all 
individuals in this country to make adequate provision during their 
working years for eventual retirement. 

I thank you. 

Mr. Simpson. Thank you very much, Mr. Mills, for your statement. 

Mr. Mitxs. Thank you. 

Mr. Stmpson. Our next witness is Mr. Paul H. Milton, listed as 
executive secretary, Authors League of America, Inc. Will you give 
your full name and the capacity in which you appear, Mr. Milton? 


STATEMENT OF PAUL H. MILTON, REPRESENTING THE AUTHORS 
LEAGUE OF AMERICA, INC. 


Mr. Minton. Mr. Chairman, I am not, as the docket says, executive 
secretary, but I am simply appointed to appear and give our views 
on these bills. 

Mr. Chairman and honorable members of the committee, my name 
is Paul R. Milton, 54 East 81st Street, New York City. The organiza- 
tion I speak for, the Authors League of America, Inc., includes some 
7,000 professional writers for the printed page, the screen, and broad- 
cast—in short, the professional creative writers of this country. 

Though few in number compared with lawyers, doctors, architects, 
engineers, and accountants, for example, we consider that we have a 
like claim on the consideration of our fellow citizens and fellow 
taxpayers. 
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The technical and statistical aspects of H. R. 10 and H. R. 11, or of 
any other bills which may evolve from them, are better left to other 
witnesses. Let me, instead, testify to the ways in which writers, in 
common with certain other groups, differ from the generality of 
taxpayers. 

First, our chief sources of income are not wages, but either fees for 
specific assignments or royalties. 

Second, only a few of us are employed in any sense of the term. 
We are independent contractors. 

Third, on such occasions as we do work for a company—such as a 
firm or broadcasting company—the periods are usually brief, some- 
times a few weeks or months, in the rarest of cases a few years; we 
remain essentially independent contractors and the business relation- 
ship is by both parties considered transient. 

Fourth, we are therefore generally debarred from any pension or 
retirement plans any employers in the field may operate for the benefit 
of their managerial, clerical, and technical personnel—in other words, 
their permanent payroll employees. 

Fifth, the income of writers, large and small, tends to fluctuate 
widely from year to year. A writer may have a series of unprofitable 
books or plays, or screen originals, or broadcast series, then a big suc- 
cess, then added years of lesser earnings. Such fluctuations are in- 
herent in the situation of all who depend on public favor for their 
incomes. ‘S‘he present tax laws give the writer only the slightest op- 
portunity to use the income of his better year or years to meet the 
deficits of intervening years, when he must still meet his current obli- 
gations and provide for his own later years. Therefore the carry- 
over provisions of H. R. 10 and H. R. 11 are of special interest to us. 

Now some basic observations: 

It is virtually unheard of in our field—as in all those of a so-called 
cultural nature—that an individual joins a company early in his work- 
ing career, looking forward to 40 years of employment with the same 
well-established firm. There are many well-established companies in 
the fields of entertainment-production, publishing, et certera, but the 
creative workers who supply the material on which they live—without 
which they cannot live—are by definition as independent contractors 
barred from participation in retirement plans. Many other employers 
are too small to operate retirement plans; the lives of others are too 
brief. 

Therefore we ask not special privilege because we have chosen risky 
fields in which to labor, but equalization of privilege with those who 
are benefited by section 165A. If they are entitled to deferred wages 
and tax deferment, why not we who face the greater risks of self- 
employment ¢ 

It is, or should be, the underlying purpose of tax legislation not 
only to produce revenue, but to do so without unduly pens ilizing enter- 
prise. The self-employed person—writer, actor, artist, the “profes- 
sional and semiprofessional of every kind—is the epitome of individual 
enterprise contributing to the betterment of our American society. 
At the moment, he is the object of tax discrimination to his serious 
disadvantage. 

H. R. 10 and H. R. 11, though it might result in a small immediate 
loss of tax revenue, in this way differs not at all from 165A, and 
therefore the tax-loss argument cannot be durable against H. R. 10 











1896 GENERAL REVENUE REVISION 


and H. R. 11. In the long run, by encouraging thrift and prudence 
in the management of personal funds, by creating new pools of invest- 
ment wet th, it must inevitably result in added tax revenue. 

For all the reasons stated, and on the ground of fairness, we urge 
your immediate favorable consideration of H. R. 10 and H. R. 11 as 
part and parcel of the general tax revision contemplated by the Ways 
and Means Committee. 

Mr. Sturson. Thank you very much for your statement, Mr. Mil- 
ton, and I assure you that it will receive the consideration of the com- 
mittee. 

Mr. Mirton. Thank you. 

Mr. Stmwpson. Our next witness is Mr. Noel M. Loomis, chairman, 
tax spread committee, Western Writers of America. Will you give 
your full name, Mr. Loomis, and the capacity in which you appear? 


STATEMENT OF NOEL M. LOOMIS, CHAIRMAN, TAX SPREAD 
COMMITTEE, WESTERN WRITERS OF AMERICA 


Mr. Loomis. Mr. Chairman, my name is Noel] Loomis, member of the 
committee and its chairman, and my address is Minneapolis, Minn. 
I represent officially the Western Writers of America, and I think I 
speak to a large extent for all writers in the United States, for most 
of them face the same problem or potential problem in regard to 
taxation. 

Mr. Chairman, do I understand correctly that the material I have 
submitted can be included in the record ¢ 

Mr. Simpson. You have reference to this material appearing on 
the pink paper and the attached mimeographed statement ? 

Mr. Loomis. Yes. 

Mr. Simpson. Without objection that will be made a part of the 
record. 

(The statement referred to follows :) 


RESOLUTION WitH Respect TO TAXATION OF INCOME OF UNUSUAL FLUCTUATION 


The Western Writers of America, an organization of leading western novelists, 
magazine writers, editors, and authors’ agents, calls the attention of the Congress 
to the following facts relative to writers’ income: 

The income of the average writer is much lower than commonly thonght— 
from $2,000 to $4,000 a year. There are only 500 full-time writers in the United 
States; most writers work at sustaining jobs and write in spare time. Those 
whose income stays in the high brackets are distinct exceptions. As in any other 
profession, the great majority of writers are pluggers at nominal pay. 

2. Occasionally, however, an avernge writer hits a big one, and, through multiple 
sales, experiences a precipitate increase in income, followed in 2 or 3 years by 
an equally sharp decrease. By no means all writers can expect to do this; and 
of those who do, many never repeat such success, 

3. Because the big one is the end result of many years of work and study, and 
because very often it is a success that cannot be repeated, it is not equitable to 
tax this income as ordinary income, thereby subjecting it to taxation in very high 
brackets. 

4. No relief can be had under present regulations. 

(a) Section 107 (b) of the Internal Revenue Code provides that a writer who 
spends 386 months on one work and who receives SO percent of the total income 
from it in 1 year, may spread that income over 3 years, but very few professional 
writers can qualify, for a professional does not, except under extraordinary cir- 
cumstances, spend that much time on a single work. 

(0) The corporation set-up method of distributing earnings is no longer effec- 
tive in these cases. 
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(c) The capital-gains tax is applicable only to writers who are not profes- 
sionals. 

5. Most writers want to write full time if they can see far enough ahead to be 
sure of subsistence for themselves and their families. 

6. Nearly every serious writer—and most professionals are serious—has de- 
veloped a high-level research project which will require a comparatively large 
expenditure of time and money but which promises a contribution of lasting sig- 
nificance to the culture. 

7. Present IRC regulations take such a large proportion of a writer’s income 
if be hits the big one that such future projects are difficult of accomplishment. 

Therefore we recommend to the Congress that regulations to replace or supple- 
ment section 107 (b) be udupted, with the following provisions to make equitable 
the taxation of unusual fluctuations of income as described above: 

(a) Provided writing income exceeds $10,000 in one year, a writer may defer 
for tax purposes all of such income that excecds his best previous year from 
writing. If such unusual income from a single work extends over wore than 1 
yeur, the second and third years shall be deferrable similarly. 

(b) A writer may invest his deferrable income in annuities or savings, subject 
to check by the Bureau of Internal Revenue, and he may draw upon this money 
in any subsequent year, subject to the tax regulations at the Lime of withdrawal. 

(c) We urge that no top limit be placed on deferrable income of this nature, 
and that no designated age be required for withdrawal of deferred funds, for 
the reasons arising frum sections 6 and 7 above. 

(7) This law shall refer to professional writers only—that is, those who have 
previvusly reported earnings from writing tou the Bureau of Internal Revenue. 





SUBSTANTLIATING INFORMATION AND SOME Pornts Not COVERED BY THE 
RESOLUTION OF THE WWA 


Under section 1 on the pink sheet: 

Attention is called to the fact that most writers are part-time. figure of 
500 covers only full-time writers. The Writer's Digest, trade azine, has 
36,000 subscribers, and it is a fair estimate that there are at least that many 
selling part-time writers. 

Unusual fluctuation affects other occupations also: Song writers, actors, musi- 
cians, and certain types of lawyers. 

Section 107 (b) takes notice of earnings from “literary, musical, or artistic 
composition.” 

Section 2: 

Cause I: His income for 25 years has been “run of the mill; from four to 
fifteen thousand.” 

Cuse IL: This man has written full time since the 1930's. His income has 
ranged from $112.50 annually to $8,393.68. In 1948 he dropped to $1,287.50. In 
1949 he jumped to $7,993.23. 

Cuse III: Previous average income about $8,500, First slick serial sale upped 
this to $17,000 in 1 year. Went up to $55,000 1 year. Now around $30,000. 

Case IV: Sold his first writing in 1930; part-time only. Worked up to about 
$1,200 annually by 1946. Stayed in that level until 1952, which grossed about 
$9,000. 1953 to date about $2,000, 

Case V: Average for 1947, 1948, 1949, 1950, about $4,000. In 1951, $16,354.70. 
In 1952, $4,708. 

Section 4¢: A New York writer who was very active in the 1920’s is now 
selling substantial reprint rights on old material—comparable to capital-gains 
tax on real] estate but now taxed as current income. 








ADDITIONAL POINTS BROUGHT OUT BY MEMBERS 


Case ITI emphasizes the complete unpredictability of writing income. He is 
now working on a television deal which, if successful, will substantially raise his 
income. But he is not guaranteed a contract, and if the deal does not go through, 
his income for next year will drop hard. This is a common hazard to writers. 
It is seldom that everything sells; there is no assurance that anything will sell. 

The term “royalties,” as applied to writers’ income, is generally misconstrued. 
Royalties account for very little of many such incomes. Ordinarily speaking, 
the big ones come from slick serial rights and movies, and those are invariably 
outright sales of specific rights. Therefore a law applying only to royalties would 
be of little value to the average writer. 
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Under section A on the pink k sheet, the WWA suggest reference to a “writer's 
best previous year.” It has been pointed out that this basis would automatically 
eliminate from protection of such laws any writer who has at any time in the 
past—even 30 years ago—had an unusual year, and it is suggested that a broader 
basis would be more equitable. 

Mr. Loomis. Mr. Chairman, we are not trying to avoid taxation. 
We realize that it takes money to run the ¢ rovernment, and we are 
willing to pay our part, but there is one fundamental inequity which 
we think should be corrected. 

The present code applies to the great majority of the population— 
those who work for wages or salaries, those who are in business, or 
professional men with fairly steady income. 

Writers, however, do not have this steadiness of income. It is not 
unusual for a writer to make nominal earnings for many years, and 
then suddenly, and often to the writer’s surprise, a novel sells well 
and makes what is for him an extreme amount of money. 

In the W estern | Write ‘rs of America, we estimate the average annual 
income at from $2,000 to $4,000; the Mystery Writers of America put 
it closer to 31,506. This is very much different from the public’s 
conception of writers. When the average writer truly states his earn- 
ings, they are so low as to be met with inc ‘redulity, and it is my per- 
sonal belief that the idea that all writers make a great deal of money 
should be corrected before this committee gets down to the difficult 
task of writing new legislation. 

We all would like to be Hemingways or Haycoxes, but few turn 
out tobeso. Most of us plug away for 10 or 15 or 20 years at very low 
earnings, writing because we want to write and can’t help it. If we 
are married, we hold a steady job on the side; if we are single, we work 
at odd jobs, from washing dishes to driving trucks, while we continue 
to write and to improve. 

If we stay with it long enough, about half of us, judging from 
statistics acquired through the Western Writers, may expect to hit 
some good years. Some of us never do. Some hit good years, but 
never repeat. Those who are most successful generally experience a 
variation of about 100 percent from year to year. For most writers, 
the sale of 50 percent of our production is about the average. 

There seems to be nothing we ourselves can do to spread this in- 
come and level it off. Occasionally a big name in fiction might say 
to a publisher, “You pay me next year, so my income tax won’t be 
so high.” 

sut if I have read the papers correctly, this course is subject to re- 
view by the revenue people. 

Nor could the average writer rely on a tacit agreement to accept 
his book next year. Publishers change policies; editors move on; the 
popularity of a given type of fiction is ephemeral. The writer has 
no choice; when he has the opportunity to make a sale, he must take 
it or run the risk of losing it entirely. 

I mention this because I have had some discussion with an account- 
ant at the Bureau of Internal Revenue as to whether writing income 
could not be leveled off by a control of the manner and time of pay- 
ment. Our final conclusion was that it could not. 

Take the writer mentioned in case 5 on the white sheet attached 
to the insertion. In 1947 his income had worked up to about $4,000, 
and remained at this level through 1950. But in 1951 he sold a novel 
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to a slick magazine, to the oe and to the pocket-book field. His 
income in 1951 was $16,354.70. But in 1952 he did not have that luck 
again. His income went bac ke to $4,708. 

It is likely that the actual writing of this novel took place in 1950 
or earlier—I myself have just put out a novel that was written in 
1946—and it is worth noting that almost the entire income in 1951 
came from this one book. If this book had failed to sell, and that 
happens more often than does success, the income for 1951 would have 
been about $1,200. 

It is our position that the comparatively large success of such a book 
is primarily the result of years of hard work and low earnings be- 
fore the actual writing during which, through both failures and suc- 
cesses, a writer acquires competence. Such a writer, coming in con- 
tact with a good run of luck, has an unusual year. If he is extremely 
lucky, he may repeat it sooner or later, or on occasion he may main- 
tain it. 

For the great majority, however, the income is erratic and com- 
pletely unpredic table. 

Even those in the higher brackets of our field are subject to this 
unpredictability. Case 3 on the white sheet has spent most of this 
year working on a television series. If it is accepted, his income wiil 
be increased substantially, but if it is not accepted—and that may hap- 
pen—his income will drop precipitously in 1954. 

We take notice of the occasional person who, without previous 
experience as a professional writer, sells a book that goes into the 
best seller class. It is our understanding that such a man is protected 
in ways that cannot be applied to professional writers who turn in 
writing income year after year. 

Let us take the case of No. 5 on the white sheet, who went over 
$16,000 one year, while his previous a 1d subsequent years were around 
$4,000. At $4,000 he was in the 22.4-percent bracket—and these are 
1951 figures; for 1952 they were hihe r—and at $16.000 he reached 
the 51-percent bracket. ‘The following year he was back in the 27-per- 
cent bracket. 

We hold this to be inequitable. If he stays in the $16,000 bracket 
he can expect to pay at the higher rate, but with the prospect—and in 
this case, the fact—of dropping back to his former level, we feel that 
some formula should be devised to defer his surplus earnings. 

We urge that the deferrable income be based on an equitable for- 
mula rather than a set amount, so as to provide protection for those 
in all brackets 

Also, for reason of the unpredictability of a writer’s income, we 
urge that such deferred income be available in any subsequent year, 
rather than at a designated age. 

We do not suggest that a writer should be turned loose on his own. 
We deem it necessary for our own protection that the law must be 
workable and that the Government itself must be protected; there- 
fore we anticipate that the Government will designate the mechanics 
of deferment in whatever way it deems necessary to be fair to those 
with unusually fluctuating income, and at the same time to avoid 
likelihood of abuse. 

Nearly every serious writer in our field has in view a project of 
so-called good writing, which involves research and expense far be- 
yond the return he can reasonably expect. There are many projects 
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still to be carried out in connection with American history, not only 
in the present West and Southwest, but in the former western coun- 
try—the Ohio country down through Kentucky and Tennessee, 
in Louisiana and Mississippi, and also in the colonial region itself. 

This is the kind of project that often is carried out under fellow- 
ship grants, but such grants are very limited, and some of us have 
tried to finance ourselves by sheer expenditure of energy. The present 
code however puts a premium on such initiative. Over $14,000 the 
current tax rates take 53 percent of our income, and do not leave 
enough for our future projects, for when a writer is working on a 
long, involved project he does not have much time for the commercial 
things that pay the rent. It may be pointed out that often it is such 
a research project that makes a contribution of lasting significance 
to the culture. 

In summary, we hold: First, that writers are subject to unpredict- 
able income. Second, that the good years are an end result of many 
years of work and study. Third, that therefore a method of leveling 
off highly fluctuating income be provided by the law. 

I call your attention to the resolution of the Western Writers of 
America, set out on the pink sheet which was submitted, and to the 
substantiating figures and additional points supplied on the attached 
white sheet. 

I want to say also that I feel it is a privilege to present our views 
to this committee, a privilege of which I, for one, am very proud. If 
the committee has any questions about writers and their incomes, I 
would be very glad to try to answer them. 

Mr. Simeson. If there are no questions we thank you very much, 
Mr. Loomis. 

Mr. Loomis. Thank you. 


Mr. Simpson. Our next witness is Mr. George Heller, vice presi- 
dent, Associated Actors and Artistes of America. 
Mr. Heller, the committee will be very glad to hear you. 


STATEMENT OF GEORGE HELLER, VICE PRESIDENT, THE ASSO- 
CIATED ACTORS AND ARTISTES OF AMERICA 


Mr. Heiter. Thank you, Mr. Chairman. 

I am George Heller, vice president of the Associated Actors and 
Artistes of America (the four A’s),a labor organization affiliated with 
the American Federation of Labor. The four A’s encompasses per- 
formers in the fields of radio, television, motion pictures, opera, con- 
certs, the dance, legitimate theater, and variety. I am also national 
executive secretary of the American Federation of Television and 
Radio Artists (AFTRA), one of the constituent unions of the four 
A’s. 

On behalf of the thousands of persons employed in these fields of 
the entertainment industry, I appear to add their collective voice in 
support of the principles and objectives of the Jenkins-Keogh bills 
(H. R. 10 and H. R. 11). 

I do not propose to discuss the technical aspects of.the bill since the 
committee will receive ample testimony thereon from qualified experts. 
I do, however, wish the members of the committee to know why we 
consider the Jenkins-Keogh bill to be in the interest of the perform- 
ing artist as well as self-employed and other pensionless employed 
persons. 
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THE OLD-AGE AND RETIREMENT PROBLEM OF PERFORMERS 


The people for whom I speak are taxpayers whose annual incomes 
range from the lowest to the highest brackets. Their average annual 
earnings are perhaps somewhat lower than those of persons employed 
in industry and considerably lower than those of the average profes- 
sional. The cost of their training is often considerable and must be 
continued throughout their careers. Usually careers in the entertain- 
ment field are of short duration, being affected by the vagaries of pub- 
lic acceptance and the inevitable de pletion of physical ‘attributes es- 
sential to their performance. For the dancer, the singer, the actor, 
and the rest, the perils of old age are a constant source of anxiety. 

Most performing artists are not regularly employed but work on a 
free-lance basis. Accordingly, having many different employers dur- 
ing a year, they frequently experience difficulty in getting employers 
to recognize their right to social-security coverage. Largely through 
the efforts of their unions, this situation is being remedied. 

But social-security benefits alone, it will be conceded, are not ade- 
quate to provide support for these people in their old age. Since they 
are essentially free-lance workers, they do not qualify for inclusion 
in any industrial pension or retirement plans providing benefits super- 
imposed upon the social-security structure. High tax rates and the 
inflated cost of living make savings for most impossible. The Jenkins- 
Keogh bill offers an ‘opportunity on a voluntary basis for performing 
artists to make provision annually out of their earnings in keeping 
with their means for their retirement and old age. 


PERFORMING ARTISTS SEEK EQUALITY WITH EMPLOYEES IN INDUSTRY 


Under the present law, workers in the entertainment industry do 
not enjoy the same advantages as persons who are employees of cor- 
porations with private pension plans. In these private plans, the 
employer is allowed a deduction for tax purposes on the moneys 
placed in trust for employees. The trust does not pay taxes on these 
receipts or on the accumulations of interest and capital gains. The 
employees do not pay taxes until they receive the benefits, usually at 
age 65. 

The Jenkins-Keogh bill attempts to extend similar tax treatment 
to the self-employed, and to our people who are among the pensionless 
employed, permitting them to make tax-deductible payments to a re- 
stricted trust fund. At age 65 they would pay taxes on the benefits 
received and would have a supplement to their social-security piy- 
ments which would materially enhance their security and welfare in 
their old age. It would, in ‘effect, enable them, through their own 
thrift, abetted by the deferment of tax, to equate their position to that 
of the industrial worker. 


THE FLUCTUATING-INCOME PROBLEM 


One of the unique characteristics of employment in the entertain- 
ment industry is that it frequently produces a sharply fluctuating in- 
come pattern. An extremely lucrative season is often followed by a 
season of unemployment. Whereas the earnings of the average pro- 
fessional person, if charted on a graph, would reflect a parabolic 
change, the chart of the performing artist would reflect a jagged series 
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of peaks and valleys. The consequence is that, in his good years, the 
artist falls into relatively high-surtax brackets which leave him too 
little to tide him through the seasons of idleness which may follow 
and no chance to save for retirement. 

Many proposals have been made to mitigate this condition predi- 
cated upon the theory of averaging income over a period of years. 
The Jenkins-Keogh bill, in providing for carryovers of unused exclu- 
sions, to some extent contemplates the problem of fluctuating incomes. 
If the performer is unable to contribute anything to the ‘fund in a 
particular year because his earnings that year will not permit savings, 
he may, under the propose d bill, reserve the right to make use of the 
allowable exclusion for that year in any of the next 5 years, where his 
earnings may be sufficient not only to consume the current year’s exclu- 
sion, but the unused exclusion for the prior year as well. 

We would advocate a further provision which would make it pos- 
sible to apply excess earnings in any year, that is, amounts in excess 
of $75,000, to prior and subsequent years when earnings might be 
compar ative ‘ly low. Thus an actor in the legitimate theater without a 
show in 1952, but with perhaps $5,000 of income from television ap- 
pearances, is cast in a hit play in 1953, and earns $100,000. It is 
submitted that, in addition to applying $7,500 on account of 1953 earn- 
ings, he should be able to pay $2,500 of his 1953 earnings to the fund, 
treating that sum as attributable to the year 1952. The consequence 
would be the same as if he earned half of the aggregate income in each 
of the 2 years. In that way, the self-employed person with fluctuating 


income would be in the same position as the person with a consté int 
inc ome, 


CONCLUSION 


In conclusion let me state that we feel that it is a proper function 
of government to provide adequate security for the old age of all 
citizens. The social-securit y laws, coupled w ith laws favoring pension 
and retirement plans, materially alleviate the retirement anxieties of a 
large portion of the public today. For the balance, including profes- 
sionals, the pensionless employed and the self- employed, similar relief 

should be afforded. The adoption of the principles of the Jenkins- 
Keogh bill would be a significant step in this direction. The Asso- 
ciated Actors and Artists of America urge its enactment. 

Mr. Simpson. Mr. Heller, we thank you and others of your organi- 
zation for this very clear presentation. And if there are no questions, 
we thank you again. 

Mr. Hetier. Thank you, Mr. Chairman. 

Mr. Smerson. Our next witness is Mr. Joseph H. Ehlers, represent- 
ing the Engineers Joint Council. Will you give your full name, ad- 
dress, and the capacity in which you appear, Mr. Ehlers? 


STATEMENT OF JOSEPH H. EHLERS, REPRESENTING ENGINEERS 
JOINT COUNCIL 


Mr. Euters. Mr. Chairman, my name is Joseph H. Ehlers. I am 
presenting a statement on behalf of the Engineers Joint Council. 

Engineers Joint Council is the organization for coordinating activi- 
ties of mutual concern to national engineering societies representing 
the major branches of the engineering profession. The constituent 
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societies are: American Society of Civil Engineers, American Insti- 
tute of Mining and Metallurgical Engineers, “the American Soc iety of 
Mechanical Engineers, American Water Works Association, American 
Institute of Electrical Engineers, the Society of Naval Architects and 
Marine Engineers, American Society for Engineering Education, and 
American Institute of Chemical Engineers. 

The combined individual membership of the societies is in excess 
of 150,000, including engineers in private practice, those in high posi- 
tions in industry and employees of both private and governmental 
organizations. 

E ngineers Joint Council is in accord with the principles embodied 
in H. R. 10 and H. R. 11, each of which is cited as “Individual Re- 
tirement Act of 1953.” We believe that those principles have become 
generally recognized as being sound and that there is little point in 
consuming the time of the committee with lengthy discussion. Our 
comment will be brief. 

We are convinced that the present system of income taxation im- 
poses manifest inequity on earned income such as that derived from 
salaries, professional fees, and other forms of compensation for pro- 
fessional services. 

Self-employed persons, like others, must pay a tax on their current 
incomes. In turn, they are required to pay a tax on the income from 
such savings as they may be able to accumulate. The same is true of 
employees who are so situated that they do not have the advantages 
of private pension plans customarily made available by corporate 
employe rs. 

The advantage to employees who participate in private plans is 
sbvious. The employer places aside funds which are not taxable 
to the employee currently and no tax is required until the employee 
receives the benefit upon retirement. We believe it only fair that 
self-employed persons be granted some comparable opportunity to 
provide for retirement income. 

The inequity of the present system is strikingly evident when the 
plight of self-employed professional people is contrasted with the 
situation of businessmen. One who operates an incorporated business 
enjoys a marked advantage. Such a man, assuming that his opera- 
tions are successful, my take out of his business income enough to cover 
his personal needs and plough back the balance into his corporation. 
Although that balance is subject to corporate tax, the rate is substan- 
tially less than that on personal income. ‘The net result is that such 
a business venture can expand and increase in value through the years. 

With increasing age, such a man may retire from active ‘business life 
and enjoy the income from dividends on stock he has accumulated; he 
may ease his tax burden on dividends by giving some of his stock to 
members of his family; if he sells his business, profit so realized is 
subject to a maximum capital gain tax of 25 percent; upon his death, 
he may leave his going business concern to members of his family, 
thus providing for their future welfare. 

By contrast, it is very difficult for an engineer, architect, lawyer, 
doctor, or any other person whose income is derived from persona] 
services, to set aside, during his years of relatively high-earning ca- 
pacity, enough to provide adequate income for his declining years, 
to say nothing of providing for his family after his death. This is 
true whether an individual be operating as a professional man offering 
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his services directly to the public or one who spends his professional 
life in salaried positions where no special retirement provisions may 
be available to him. In either case, his earning capacity generall 
declines materially after passing a peak during middle age, and, 
unless he has been able to accumulate sufficient reserve to provide ade- 
quate income during his late years, his plight is sorry, iallaed. While 
this is a situation of long standing, it has become ser iously aggravated 
with the increases in income-tax rates during recent years. 

The situation of the individual practitioner is further aggravated by 
fluctuations in yearly income. It is just about inevitable that, while 
the income of such a person may be substantial during some one year, 
or brief period of years, it will suffer drastic decline in others. In 

case of illness his income may cease entirely. The result, of course, is 
that the individual practitioner, in the long run, is required to pay in- 
come taxes reaching a high total as compared to his total income 
throughout a period of years. 

It is a generally accepted principle that taxes should be levied in 
proportion to the ability to pay. Weare not here contesting it. But, 
it seems only sensible and just to consider that the criterion for “abil- 
ity to pay” should be established on some reasonable judgment as to 
life-long ability, rather than on a year-to-year basis. We consider that 
the provisions of H. R. 10 and H. R. 11 constitute an appropriate step 
in the right direction. 

We are quite aware that the problem herein discussed has been 
under consideration by your committee for a long period and, there- 
fore, will not undertake to discuss details of the bills. We simply 
want to record our support of the principles incorporated in them 
and recommend that the committee give them favorable consideration. 


Mr. Stmrson. Thank you, Mr. Ehlers. 

Mr. Enters. Thank you. 

Mr. Simpson. The next witness on the list is Mr. Paul H. Robbins 
of the National Society of Professional Engineers. Mr. Robbins, 
if you will identify yourself for the record, we will be happy to hear 
your statement. 


STATEMENT OF PAUL H. ROBBINS, REPRESENTING THE NATIONAL 
SOCIETY OF PROFESSIONAL ENGINEERS 


Mr. Rossrys. Mr. Chairman and members of the committee, I am 
Paul H. Robbins of the National Society of Professional Engineers, 
One of the constitutional objectives of the National Society of Pro- 
fessional Engineers is— 
the advancement of the public welfare and the promotion of the * * * economic 
interests of the professional engineer. 
in urging the committee to approve and recommend H. R. 10 and 
H. R. 11, 83d Congress, we believe that we are advancing both 
objec tives. 

It is a well-settled principle of the American system that thrift is 
considered a virtue and that each individual should plan early in his 
career for the inevitable day when the vicissitudes of time will re- 
nove him from income-producing work in his major line of endeavor. 
When that time comes it is expected he will have put aside, in one 
form or another, the economic means to maintain himself and his 
dependents in a decent and respectable condition. For the great 
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majority of our citizens the path to this goal is eased to a considerable 
extent by the Federal social-security program and _private-pension 
plans to supplement the social-security income, or both, in many cases. 

This aid does not exist, however, for the self-employed in the major 
professions, and even should they be eventually brought within the 
social-security system they would not have the added advantage and 
benefit of the private-pension plans enjoyed by a large body of indus- 
trial employees, including the executive employees. ‘The establishment 
of private retirement plans, paid for out of current earnings, would 
appear to be the logical resolution of the situation by the self-em- 
ployed professional. But the harsh fact is that the present high tax 
rates, which the experts assure us will not be substantially reduced 
in the foreseeable future, do not leave the average self-employed pro- 
fessional person enough to cover living costs and a residue for the 
relatively high payments which are required for an acceptable private 
pension plan, 

The Jenkins-Keogh legislation—H. R. 10 and H. R. 11—proposes to 
recognize these facts and provide a fair and equitable way for the 
persons thus situated to have the opportunity to provide some degree 
of retirement security out of their own current earnings. This can 
be done if the Federal Government is willing that each self-employed 
individual desiring to do so be permitted to reduce his yearly tax lia- 
hility by a relatively small percentage in order that this sum may 
be invested in a retirement program. It is not necessary for our pur- 
pose to delve into the details of the Jenkins-Keogh legislation, because 
the technical experts in the field of taxation will undoubtedly advise 
the committee on that phase of the hearing. In company with rep- 
resentatives of the other major professions we would, however, submit 
some basic facts and considerations applicable to the profesional group 
within our orbit of interest—the professional engineers. 

As is the case with other professions, preparation for a career as 
a professional engineer is both costly and time-consuming. Costs of 
an engineering education, in common with the costs of education for 
other ‘professions, are necessarily high. Institutes, colleges, and uni- 
versities invest a great deal of money in buildings, equipment, and 
staff. Many engineering schools are located where costs of living 
are high. A student embarking upon an engineering career is thus 
faced with the outlay of a considerable sum of money rat a time when 
others in his age group are beginning to work in gainful employment. 

Upon graduation, the young engineer is confronted with the fact 
that at least 4 years of supervised professional practice are in most 
cases necessary before he can be licensed as a full-fledged professional 
engineer. Without such a license he is ineligible to offer his services 
tothe public. In addition, he discovers that this interim period is apt 
to be prolonged by the fact that he must take time to build himself 
a reputation sufficient to attract clients, and to gain the additional 
experience necessary to provide the most efficient service. 

For many years the private practitioner must normally be content, 
first, to expend considerable sums of money on his education and, 
second, to work for a comparatively small income until the time comes 
when his reputation, prestige, and work permit him to realize a profit 
on his invested time and money. ‘Thus he arrives at the same peak 
in his professional life as do the practitioners of other professions, 
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and at approximately the same time. This peak he maintains for some 
years, only to find that as he grows older his income gradually begins 
to decline by the time he reac shes a normal retirement age. It becomes 
clear, then, that most consulting engineers cannot, and do not, realize 
a return on their original investment until they have reached early 
middle age. It is adc litionally clear that the period of maximum 
remuneration which rewards them for their earlier sacrifices is small 
in terms of the total span of their working hire 

Irom this period of maximum earnings must be provided future 
retirement income. A self-employed engineer cannot rely on a com- 
pany pension plan, a Government pension, social security, or similar 
sources of retirement income. What retirement income he has he 
must provide for himself. 

It is possible for salaried employees to receive substantial tax benefits 

under existing favorable tax law provisions. There is an increasingly 
general tendency on the part of industry to provide retirement income 
in addition to social-security benefits which may beaccrued. Even the 
proprietor of a nonprofessional personal service business is less likely 
to be in a position where he is subject to the effect of surtaxes on a 
single lifetime peak of personal income, and is better able to capitalize 
on his business in order to secure his retirement. As matters now 
stand, the professional man only is truly forgotten by the tax laws. 
He alone stands in a position where high surtaxes prevent him from 
leveling his earnings to provide a stable income and retirement benefits. 

It would appear, then, that in all fairness the laws should be written 
to permit those who earn their income by a personal practice of a pro- 
fession to project some portion of their earnings into the future for 

tax purposes. In this way they may escape the present unfair full 
impact of the existing surtax on their peak earnings, thus being able 
to establish a secured fund for retirement. 

One other consideration should not be lost sight of. Our country 
today stands in need of all of our trained profession: ul people, and thie 
need for additional trained professionals is daily increasing. Advice 
and counsel from schools and industry, from Federal departments, 
agencies, and bureaus encourage our young people to evaluate their 
future employment and lifework not only in terms of services which 
can be performed, but also in terms of income and future security 
which can be anticipated from the performance of the services. Is it 
too much to believe that many young men who might otherwise con- 
sider the independent practice of professional engineering could well 
decide to find work where the financial rewards, and particularly the 
financial security, are more certain? Can we afford to discourage the 
independence of thought and effort characteristic of the private prac- 
titioner from whose ranks in all the professions much of our leadership 
has been, and will be, drawn? It seems clear that we can ill afford to 
discourage such people from embarking upon professional careers by 
presenting them with a prospect of rewards not commensurate with 
the risks they are asked to run. 

The National Society of Professional Engineers, composed of over 

30,000 members engaged in the practice of every engineering specialty, 
and registered as professional engineers under the jaws of one or more 
of the States and Territories, associated together in nearly 300 local 
chapters under the leadership of our 39 State societies, is confident that 
the committee, which has recognized the magnitude ‘and difficulty of 
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the problem by scheduling hearings on this legislation, will unques- 
tionably arrive at a fair and equitable solution to the problem we have 
discussed. 

If we can be of any additional assistance to the committee in its 
further deliberations we stand ready at all times to do so. 

Mr. Stimpson. Thank you very much Mr. Robbins. 

Mr. Roprins. Thank you. 

Mr. Stmupson. The committee has been supplied statements by Mr. 
Harry Silverson, chairman, “Save-As-You-Go” Citizens Committee, 
and Mr. John P. Allison, partner, which will be made a part of the 
record, 

(The statements referred to follow :) 


STATEMENT BY Harry SILverRsON, CHAIRMAN, THE Save-As-You-Go CrrT1zeNs’ 
COMMITTEE, NEw YorkK City, N. Y., IN SUPPORT OF THE JENKINS-KEOGH-CAMP 
Biitis (H. R. 10, 11, AN» 2692) 


I am chairman of the Save-As-You-Go Committee, a voluntary nonprofit or- 
ganization consisting of professional people and others whose income is treated 
as earned income for tax purposes. The committee exists for the purpose of 
obtaining amendments to the Internal Revenue Code such as are embodied in 
the so-called Jenkins-Keogh-Camp bills bearing the designation H. R, 10, 11, 
and 2692. 

The Jenkins-Keogh-Camp bills, if enacted into law, would have the effect of 
permitting those taxpayers with earned income who are not now covered by 
qualifying pension or profit-sharing plans to create, within certain limits, a 
similar type of self-operating plan. 

I believe it to be quite evident that a given amount of earned income, i. e., 
income from salaries, wages, professional fees, etc., does not reflect the same 
ability to pay taxes as does the same amount of investment income. For earned 
income, by its very nature, is not as permanent in character as investment in- 
come; it is too dependent on the continued life and well-being of the earner. As 
Secretary Mellon once put it: 

“The fairness of taxing more lightly incomes from wages, salaries, and pro- 
fessional services than the incomes from business or from investment is beyond 
question. In the first case, the income is uncertain and limited in duration; 
sickness or death destroys it and old age diminishes it. In the other, the 
sources of the income continues; the income may be disposed of during a man’s 
life and it descends to his heirs.” 

In an article appearing in the August 1949 issue of Survey of Current Busi- 
ness, a periodical published by the United States Department of Commerce, 
the following statement appears: 

“In any given occupational group, age is clearly one of the most significant 
factors affecting the size of income. Moreover, in practically all oceupational 
pursuits, the age-income pattern is basically the same; namely, at the low ages 
income is at its lowest point, and, as age rises, income also rises until a peak 
is reached; thereafter, income gradually declines with increasing age.” 
This age-income pattern of professionals is parabolic in nature, i.e., it moves 
up to a peak at approximately the age of 37, flattens out in a plateau which 
coutinues until approximately the age of 52, drops somewhat from that age 
to age 62, and then catapults down. The pattern for lawyers is somewhat 
different in that the peak period appears to run from the ages of 47 to 57. These 
figures are overly liberal in that they take into account only the incomes of 
persons actually practicing, thereby ignoring those who do not practice because 
of ill health. The figures equally ignore the families of deceased practitioners 
whose income terminated with death. 

A taxpayer enjoying investment income need not suffer a decline in his 
income because of advancing age. On the contrary, if he has accumulated 
sapital and greater investment sagacity over the years, he is likely to fare 
even better in the winter of life than previously. Nor need his death cut off 
his family from income, as does the death of professional or other taxpayer 
deriving all his income from personal services. Furthermore, during life the 
recipient of investment income has in many instances been able to shield sub- 
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stantial portions of such income from the full impact of the graduated surtax 
by appropriate use of corporations and gifts of income-producing property to 
members of the family or to trusts for their benefit. 

While our tax law fails to give direct recognition to these inherent differences 
between earned and investment income, partial recognition has been given by 
indirection through the provisions covering pension trusts. Under these provi- 
sions, an employee for whose benefit his »mployer pays amounts into a pension 
or profit-sharing trust need not report such amounts until he actually begins 
to receive his pension income. Originally these plans were set up by employers 
of their own volition and covered only a very simall minority of the working 
population. In more recent years, following the growth of unions, many em- 
ployees have succeeded iu obtaining from employers so-called fringe benefits the 
chief one among which has been pension funds. 

This growth of pension funds has tended to alleviate the discrimination be- 
tween earned and investment income with respect to the persons covered by 
qualifying plans. However, it has not only effected no such alleviation for the 
many more millions within the earned-income group not covered by pension plans, 
but by its very partial application has had the effect of creating further dis- 
crimination, 

As an example, let us compare two wage earners, both of whom are in the 
lowest bracket. One receives an increase in his wages in the form of a straight 
dollar increase; the other obtains the same amount in the form of a contribution 
to a qualifying pension trust. The first wage earner, under existing laws, pays 
22.2 percent of his increase in taxes; the second pays no tax presently. Further- 
more, he will in all probability never pay any tax on the increase because, when 
he retires at age 65, his personal exemption will be $1,200 and his wife’s exemp- 
tion will be either $600 or $1,200, depending upon her age. This total exemption 
is more likely to equal his pension and other taxable income. If, because of 
restrictions against salary increases, the first employee can obtain no increase 
While the second nevertheless obtains his pension contribution, the discrimination 
is even more marked, 

The proposed legislation would give taxpayers the right to create their own 
pension plans by investing a specified portion of their net earned income in any 
1 year, subject to a dollar maximum, either in a bank-trusteed fund or in a special 
type of restricted annuity contract. Amounts so paid in would be excluded 
from gross income in the year of payment. However, amounts received from 
the trust fund or insurance company following retirement would be fully taxable. 
This, in essence, is the manner in which employer-created plans now operate 
under section 165 of the code. 

We submit that the code should be amended to permit the same treatment for 
self-created pension plans as is now permitted for employer-created plans, Such 
a system would be simple of operation, easy to administer, and would remove an 
inequity which is particularly acute under the present rate structure, 


ONE-MAN PENSION FuNps For 10 Miriion AMERICANS: A TAX-FREE RETIREMENT 
PLAN? 


(By John P. Allison) 


(Mr. Allison, tax attorney, has been a frequent contributor to Fortune. He is 
a partner of Harry Silverson, to whom he gives credit for the first specific 
plan by which the self-employed would get some tax relief on money set aside 
for retirement. The plan would cover lawyers, doctors, and dentists, among 
others; the layman may object that going professional fees take into account 
the professional man’s plans for retirement. ) 

Millions of Americans on earned incomes are now discouraged from saving for 
their old age by United States tax laws. These workers are (1) the self-employed, 
and (2) salaried workers not covered by corporation retirement programs, They 
are the victims of a kind of legislative discrimination that should be corrected— 
and even before general tax cuts are discussed. There is currently considerable 
agitation to bring about a reform and several bills to that end are before the 
Congress. 

The discrimination is as plain as the language of the law. A corporation 
can set aside retirement funds for its employees and, for tax purposes, charge 
it to the cost of doing business. This means that a corporation, at present tax 
rates, can put up $1 to buy future security for a worker at a cost of only 48 
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cents. (Ata much lower cost if the corporation is in excise-profits tax brackets). 
But the self-employed, the doctors, dentists, lawyers, and so forth, and salaried 
workers not covered by pension plans get no such tax relief on funds they 
may set aside for retirement. Whatever they save, it is subject to the full 
tax. 








NOTHING BUT SOCIAL SECURITY 










And these income earners cannot take advantage of various tax-saving meas- 
ures open to the man with capital, such as claiming depreciation or depletion 
and thereby accumulating, tax free, a replacement fund. 

In the end, the only encouragement the man who earns his income gets from 
the Government is social security, and a large number of self-employed (e. g., 
doctors, dentists, lawyers) are excluded even from that For others it is far 
from being a substitute for individual savings. On social security, the most a 
retired man may get while both he and his wife are alive is $127.50 per month, 
In the case of the $15,000-a-year married worker, for example, this is less than 
14 percent of his former income after taxes." The prospect of a drop to 14 
percent of prior income does not make retirement attractive. 

President Eisenhower said during the campaign: “There are over 10 million 
workers who cannot take advantage of these tax-relief provisions now oflered 
to corporations and their employees. * * * I think something ought to be 
done to help these people to help themselves by allowing a reasonable tax 
deduction for money put aside by them for their own savings.” 














UP TO 10 PERCENT TAX FREE 







The proposals thus far advanced are in general agreement on three basic 
principles: The function of Government in directly providing old-age security 
should be limited to insuring minimum subsistence; some income-tax relief is 
essential; such relief must not create a favored class of taxpayer, it must 
alleviate present discriminations. 

The earliest specific proposal along these lines was advanced in 1947 by 
Attorney Harry Silverson. The nub of his plan was to allow an income 
earner to exclude up to 15 percent of his gross income from his tax return 
and invest it in special 2 percent nonnegotiable United States Government 
bonds. The bonds would be payable on demand, but then would be taxable 
as ordinary income. 

Another New York tax attorney, Harry Rudick, proposed that any individual 
should be allowed to set up his own funds, limited in amount but unrestricted 
as to the type of investment. This seems to be fair enough; corporations have 
considerable freedom in investing retirement funds. 

At any rate, all such proposals have culminated in a number of bills. Those 
with the broadest support were introduced by Representatives Thomas A. Jen- 
kins of Ohio and Eugene J. Keogh of New York. Their bills, now before the 
83d Congress, provide that: 

1. Any person not covered by one of several kinds of retirement funds may 
pay each year to a restricted retirement fund an amount up to 10 percent of 
his earned net income, with an annual ceiling on such payments of $7,500 and 
a lifetime ceiling of $150,000. Or such a person may purchase a restricted an- 
nuity contract from an insurance company, with premiums subject to the 
same limitations. 

2. For tax purposes, amounts so paid can be excluded from gross income. 

3. If, in any year, less than the allowable maximum is paid in, the differ- 
ence may be made up at any time within the following 5 years. 

4. Individuals over 55 years old when the measure goes into effect may con- 
tribute somewhat larger amounts. 

5. Payments from the fund may not commence before 65 (earlier in the 
event of a permanent disability). They are taxable in full as ordinary in- 
come. If, however, they are drawn out in a lump sum after 5 years’ accumula- 
tion, they are subject to a capital-gains tax. 

The bills define a restricted retirement fund as any trust, established as part 
of a bona fide retirement plan, in which the interest of the participant is non- 
assignable, except for the right to designate who will be the beneficiaries at his 
death. The trustee must be a bank with investment powers limited only hy 
terms of the trust instrument and local law. 




































1Another discrimination: Social security permits benefits on retirement regardless of 
the amount of unearned income, but denies benefits to those earning over $900 a year until 
they are 75. 
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TIE-IN WITH SOCIAL SECURITY 


Still another New York tax attorney, John Fager, suggests the inclusion of 
all self-employed professionals in the social-security system, which would bring 
into the Treasury the current tax of 2%4 percent on the first $3,600 of their in- 
come. Fager would also amend the Jenkins and Kecgh measures to provide 
that benefits be tied in with social security, as they frequently are in tax-exempt 
employee plans. In other words, the self-employed professional would be allowed 
to set aside 10 percent of his earned net income above the $3,600 covered by 
social security up to the limits of the Jenkins and Keogh plans. Retirement 
benefits would be restricted to a maximum of about 40 percent of those earnings 
averaged over 15 years prior to retirement. 

A final Fager limitation would be that in no event could the retirement benefit 
plus social security exceed $10,000 a year. 


ANY OBJECTIONS? 


The Truman administration opposed a measure similar to the Jenkins and 
Keogh bills. Its objections were based on the loss of Government revenue (es- 
timates ran around $1 billion a year). It also objected that the proposal ap- 
peared to discriminate against any other forms of saving. The proper answer, 
the Treasury spokesman said, was to be found in eliminating “the elements of 
preferential treatment in present law rather than by enlarging them.” 

This point is specious. No one today would seriously propose to repeal the 
provisions for tax-exempt pension and profit-sharing funds for employees. As 
for creating a discrimination against other forms of saving—it is true that sav- 
ings invested in life insurance and homes would not receive the proposed tax 
treatment. But certainly life insurance and homes have special, intrinsic values 
that set them apart from the discussion. 

The loss of Federal income was partially answered by the Fager plan, which 
would at least put more money into the cash budget. 

There will be some revenue loss; there is no getting away from it. But why 
should a special group of taxpayers be called upon to make it up? 


Mr. Simpson. That completes the call of the witnesses on the list. 
Is there anyone in the room who has not been heard? If not, that 
concludes the hearing, and the committee will adjourn. 

(At 1:30 p. m., a recess was taken.) 

(The following material was submitted for the record on topic 36 :) 





STATEMENT BY THE AMERICAN Nurses’ ASSOCIATION RELATIVE TO PROPOSED 
AMENDMENT TO THE INTERNAL REVENUE Cove ON Topic 36, RETIREME”T FuNpDs 
FoR SELF-EMPLOYED AND-OTHERS Not CovERED BY EXISTING PENSION FLANS 


This statement is submitted in lieu of an appearance by the American Nurses’ 
Association, Inc., an organization of 177,000 professional nurses. The associa- 
tion, on behalf of its members, urgently requests this committee to take favor- 
able action on H. R. 10 and 11, also known as the Jenkins-Keogh bill, or draft 
as a part of its comprehensive plan for revision of the Internal Revenue Code 
a similar bill to accomplisb the purposes of H. R. 10 and 11. 

During the past decade pension plans qualifying under section 165 of the code 
have become common. Hundreds of thousands of employees are now covered 
by these plans, most of which are the noncontributory type, and under which 
these employees (in addition, of course, to their social security) have the 
benefit of their employers’ deposits in pension funds to their credit without 
their being required to pay currently any income tax on such contributions. 

Professional nurses, on the other hand, those engaged in private duty nursing 
and those working in nongovernmental hospitals, which have not established 
qualified pension plans, must pay income tax on any income paid for annuities 
or paid into retirement funds. Furthermore, under the Federal tax system, 
which makes no distinction between earned income, salaries, professional fees, 
etc,, and investment income, such dividends and interest, professional nurses 
who are dependent on earned income and whose salaries are at a low level, find 
themselves in an unfavorable position. The nurse’s earned income is generally 
less permanent than investment income, is more dependent on her state of 
health, and diminishes as she grows older; while investment income continues. 
This works an inequity on those professional nurses who are not given the 
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benefit of qualified plans or a corresponding deduction for amounts voluntarily 
set aside against retirement. 

With present high taxes and increased living costs, it becomes exceedingly 
difficult for professional nurses to provide for their retirement. Although fees 
and salaries continue to be low, the cost of preparing for the profession, due to 
the longer period of study required, has increased. The average income of 
professional nurses, working full time. is $2,500 to $3,000 a year.’ Assuming that 
a nurse has an income of $2,750, is single and has no dependents. her Federal 
income tax under supplement T would be $419 (1953 rates). If she contributes 
10 percent of her income, $275 a year, toward a retirement annuity, she will 
have spendable income, after taxes and such annuity premium, of only $2,056. 
It becomes exceedingly difficult for a nurse in this income bracket to set aside 
any amount for retirement purposes out of current income when such amounts 
are taxed at the rate applicable to her current income. 

We also point out that, in the case of contributory plans qualified under section 
165, the contributions of the employee are subject to income tax. We believe 
that, if a deduction is permitted for premiums under a restricted retirement 
annuity contract, contributions of an employee into a qualified plan should be 
deductible on the same basis, subject to overall limitations as to amount (such 
limitations to apply to both employer and employee contributions). At the 
present time it is estimated that, of the 4,587 nongovernmental hospitals in the 
country, over 90 percent have no retirement plans, other than Federal social 
security. These hospitals are presently experiencing an acute shortage of pro- 
fessional nurses and the attractiveness of occupations covered by pension plans 
adds to the difficulty of holding young women in the nursing profession. 

It is obvious there is great need for tax relief for nurses, who are not now 
eligible for pension plans. in order to encourage them in planning for their 
retirement. The only practical way to provide tax relief and to remove the 
inequities which exist under the present tax system is to permit a deduction for 
premiums on restricted retirement annuity contracts and contributions to 
restricted retirement funds. 

In general, we approve the adoption of the Jenkins-Keogh bill, H. R. 10 and 11. 
However, we believe and strongly urge that this bill should be amended to 
permit an employee a deduction for his or her contributions to a qualitied pen- 
sion trust. The tax consequences should be the same. whether the employer 
pays the contribution directly into the trust or first pays it to the employee and 
the employee pays it into the trust. 


NATIONAL Foop Brokers ASSOCIATION, 
Washington 4, D. C., April 6, 1958. 

This association wishes to take its stand along with the many other groups 
who have come out in support of H. R. 11. Copied below is the text of a resolu- 
tion adopted by the members of this association at our 48th annual convention 
in Chicago on February 21. 

“Whereas self-employed persons have not had the opportunity to participate 
in pension plans other than Federal social security: and whereas, many self- 
employed persons desire to participate in such plans so as to make adequate 
income provision for their retiring years but are faced with the almost insur- 
mountable problem of laying aside funds for such retirement purposes after pay- 
ing great overhead costs and heavy taxes; and 

“Whereas there is pending in Congress a bill, H. R. 11, which would 
encourage the establishment of such programs by excluding from the individual's 
gross income in the taxable year a specified portion of those earnings for such 
year paid within such year to a restricted retirement fund, or to a life insurance 
company as premiums under a restricted retirement annuity contract: Therefore 
be it 

“Resolved, That we the members of the National Food Brokers Association, an 
organization composed largely of self-employed, independent businessmen, do 
hereby endorse the principle of encouraging individual participation in retire- 
ment funds; and be it further 

“Resolved, That we support H. R. 11 now pending in Congress and do petition 
the Congress for its passage.” 


2Estimate based on U. S. Bureau of Census data for 1949: median income for women 
professional nurses who worked 50 to 52 weeks in 1949, $2,490. 
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We therefore urge your support of this legislation as a great help to the self- 
emplovyed—who are the operators of a large segment of business firms in this 
country. if not the majority 

Sincerely yours, 
Watson Rocers, President. 


STATEMENT OF CHESTER D. Swope, D. O., CHAIRMAN, DEPARTMENT OF PUBLIC 
RELATIONS, AMERICAN OSTEOPATHIC ASSOCIATION, RE RETIREMENT FUNDS FOR 
SELF-EMPLOYED AND OTHERS Not COVERED BY EXISTING PENSION PLANS 


My name is Dr. Chester D. Swope. I am a practicing osteopathic physician, 
with offices in the Farragut Medical Building, Washington, D. C. My appear- 
ance here is in my capacity of chairman of the department of public relations of 
the American Osteopathic Association. 

We appreciate the privilege of expressing our views regarding authorization of 
restricted retirement funds for self-employed and others not covered by existing 
pension plans, particularly as proposed in the identical bills, H. R. 10 (Jenkins), 
H. R. 11 (Keogh), H. R. 2692 (Camp), and H. R. 6114 (Elliott), now pending 
before this committee and cited as the “Individual Retirement Act of 1953.” 

At its regular session in December 1951, the board of trustees of the American 
Osteopathic Association took the following action: 

“Resolved, That the board of trustees of the American Osteopathic Association 
favors in principle amending the Internal Revenue Code so that taxpayers not 
covered by a pension plan qualified under section 165 of the code may be encour- 
aged by a tax credit, a tax deduction, or other means to accumulate out of 
earned income funds which would be available under appropriate regulations of 
the Treasury Department to provide retirement income for such taxpayers.” 

The house of delegates of the association, in convention, July 1953, affirmed 
the resolution but withheld approval of the Jenkins-Keogh-Camp-Elliott bill, 
pending adoption of appropriate amendments qualifying certifications of total 
and permanent disability by licensed doctors of osteopathy. 

The bill permits a self-employed or pensionless employed person to have de- 
ferred until distribution the tax on income which he has paid to a restricted 
retirement fund or as premiums under a restricted retirement annuity contract, 
provided the fund or annuity contract requires that distribution during his life- 
time may not be made to him prior to age 65, except in the case of his total and 
permanent disability, which shall be certified to the trustee or insurance com- 
pany, as the case may be, “by affidavit of a licensed doctor of medicine other 
than the taxpayer.” 

We request amendments substituting the term “licensed doctor of medicine 
or osteopathy” in lieu of the term “licensed doctor of medicine” (p. 6, lines 9-10, 
and p. 11, lines 8-9). 

In the absence of such amendments, affidavits of total and permanent disability 
of participating persons by licensed doctors of osteopathy will not qualify for 
certification purposes. 

The bill detines total and permanent disability as follows: 

“a disability shall be deemed to be ‘total’ if it prevents a person from engaging 
in any substantially gainful activity from which he can earn a livelihood, and 
it shall be deemed to be ‘permanent’ during its further continuance after it has 
continued for a period of three months or if the person has suffered the entire 
and irrevocable loss of the sight of both eyes or the severance or entire loss of 
use of both hands or of both feet or of one hand and one foot: Provided, That 
any such disability commences before age sixty-five” (pp. 6-7). 

Our requested amendments are in consonance with practice under Federal 
disability programs as follows: Veterans’ partial or total and permanent dis- 
ability pension or compensation examinations by licensed doctors of osteopathy 
are acceptable by the Veterans’ Administration under the same rules applicable 
to examinations by licensed doctors of medicine; the Bureau of Employees’ 
Compensation applies a similar rule in the case of injured Federal civil em- 
ployees; the Railroad Retirement Board follows the same rule for disability 
retirement purposes ; and the regulations of the Civil Service Commission permit 
a similar application in the case of disability retirement of Federal civil-service 
employees. 

Doctors of osteopathy are licensed and practicing in all of the States. For 
admission to examination for licensure, the licensing agencies of all States 
require high-school graduation, a minimum of 2 years’ preprofessional college 
work, and 4 years’ professional college work. Of the 529 matriculants in the 
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fall of 1952 in the 6 osteopathic colleges (there are no osteopathic colleges other 
than the 6 approved by the American Osteopathic Association), 84 percent had 
3 or more years’ preprofessional college training, 69 percent had baccalaureate 
degrees. Some three-fourths of the States grant doctors of osteopathy unlimited 
licenses, including major operative surgery and drugs. In the remaining States, 
legal competence is limited in varying degree as to drugs or surgery, but pro- 
fessional competence is common to all States because of the common sources of 
supply. 

With the exception noted, and correction indicated, we are heartily in favor of 
amendments to the Internal Revenue Code as proposed in the Jenkins-Keogh- 
Camp-Elliott bill. 

By the provisions of sections 23 (p) and 165 of the code, Congress already 
has encouraged private pension plans for employees by tax deferment on employer 
contributions. In other words, the employee is not taxed currently on what his 
employer pays into the fund in his behalf (which is in the nature of additional 
compensation). He is not taxed on that portion of bis income until distribution 
at retirement. That tax deferment puts such employees in a tax-favored class, 

In order to remove the resultant discrimination against the self-employed and 
employees not covered by such pension plans, and to offer a comparable incentive 
to voluntary savings, the bill permits such persons a postponement of tax on a 
limited portion of earned income, as distinguished from investment income, paid 
into a so-called restricted retirement fund or as premiums for a restricted 
retirement annuity contract, the amount so excluded, together with accretions, 
to be taxed when distributed as retirement benefits. The amount excluded each 
year could not exceed 10 percent of earned net income, or $7,500, whichever is 
the lesser, with a lifetime limit of $150,000 excluded. Persons 55 years of age 
on January 1, 1953, could exclude an additional 1 percent or $750 for each year 
of age in excess of 55, determined as of January 1, 1953, but not more than 20. 
A 5-year carryover of unused exclusions is provided for. Organizations may 
sponsor plans for the benefit of their members, or members or others may con- 
tribute to a restricted retirement fund set up by a bank or trust company for 
those electing to participate. 

In excess of 11,500 self-employed osteopathic physicians would be eligible to 
participate in such a voluntary savings-tax deferment plan, and the American 
Osteopathic Association in their behalf respectfully petitions Congress for the 
opportunity. 


AWALT, CLARK & SPARKS, 
Washington, D. C., August 11, 1953. 
Hon. Dantet A. REED, 
Chairman, Committee on Ways and Means, 
House of Representatives, Washington, D. C. 

DEAR CONGRESSMAN REED: I understand that today your committee is holding 
a hearing on item 36 of your scheduled list of subjects in your present study of 
necessary tax revisions. This is the subject of retirement funds for self- 
employed and others not covered by existing pension plans. 

As chairman of the committee on taxation of the Bar Association of the 
District of Columbia, I have been authorized to state that the bar association 
endorses the system of taxation of voluntary pension plans for individuals 
embodied in pending bills H. R. 10 and H. R. 11. We believe it very important 
that self-employed individuals who are ineligible to participate in corporate 
or similar pension plans be encouraged to provide for a reasonable amount 
of security for their later years, The plan embodied in the pending bills will, 
we believe, assist self-employed persons in creating a reasonable retirement 
fund. The enactment of the proposed legislation will also go far to eliminate 
the present discrimination against the self-employed resulting from the present 
tax treatment of corporate pension plans and their participants. Accordingly, 
the Bar Association of the District of Columbia joins with numerous other 
professional groups in recommending the enactment of the pending legislation. 

I should appreciate it if yon would arrange to make this letter a part of the 
record of your committee’s proceedings on the subject of retirement funds for 
the self-employed. 

Very sincerely yours, 
SAMUEL O, CLARK, Jr. 
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[Reprint * from the April 1953 issue of the Business Lawyer) 


RETIREMENT BENEFITS FOR THE SELF-EMPLOYED (JENKINS (REED)-KEoGH BILLS, 
H. R. 10 anp H. R. 11) 


(By John R. Nicholson”) 


This subject, “Retirement Benefits for the Self-Employed,” has been treated 
by miany in the past in a somewhat offhand way. Now, however, tax incentive 
legislation is before Congress and being seriously considered which will make 
it easier to accumulate funds for retirement. With this prospect you may want 
to ask some serious questions. You may ask, What benefits? How are they to 
be obtained? When can I get them, and how much will they cost? 

There are 11 million citizens who pay income taxes upon their earned income 
against whom the present Federal tax laws unjustly discriminate as far as 
retirement is concerned. This group is comprised chiefly of the self-employed, 
such as accountants, chemists, artists, farmers, doctors, dentists, lawyers, en- 
gineers, writers, industrial designers, shopkeepers, and many others. There 
may also be included in this group a large number of employed persons whose 
elployers have been unable or unwilling to set up an employees’ trust for their 
euiployees under section 165 (a) of the Internal Revenue Code. 

Luwyers comprise only a small segment of this vast group, but they, like 
the doctors, are particularly hard hit by these inequities in the tax laws because 
of the very nature of their professions. It is a known fact that the lifetime income 
curve of a professional man is generally parabolic. The income rises slowly in 
early years, then it advances rapidly to a peak where it stays for a few years, 
then it declines gradually. The problem faced by all who have such a lifetime 
income experience is to lay something aside from those peak-earning years to 
provide for themselves and their families. 

Since this article is being written four The Business Lawyer, the subject will 
be discussed chiefly from the standpoint of the legal profession, although the 
proposed legislation under discussion is not so limited in any way. 

hor lawyers, perhaps the question should be stated specifically and directly 
in this way. In these days of high graduated income tax rates, how can a 
practicing attorney, who is enjoying a good income from his professional services, 
set aside and save enough so he can retire at retirement age if he chooses to do so? 
It is obvious there is no commonplace answer or foolproof plan that would make 
this easy of accomplishment. Nevertheless, some 8 million employed citizens— 
almost all of them nonprofessional—have found considerable help in the present 
income tax laws in accomplishing this objective. These eight million are the 
participants in some 16,000 or more employees’ trusts that have been set up 
fur employees by their employers. Such trusts have been qualified as so-called 
“employees’ trusts” under section 165 (a) of the Internal Revenue Code. 

As you know, moneys paid into these trusts by the employers are deemed to be a 
business expense, and constitute a tax deduction for the employer. More 
important to the employee is the fact that he does not have to pay any income 
tax on his company’s contribution until the benefits are actually paid out. 

Among these 8 million participants who find great aid in the present tax laws 
in building up retirement benetits for themselves are many officers of corpora- 
tions. These officers are employees of the corporation as well as officers and hence 
can participate in an employees’ trust just as can the operator of a kick press 
employed to work in the plant. Many of these participating officers are also 
owners of large blocks of stock in their corporation. This does not disqualify 
them from participating, subject to limitations, even though they may draw 
excellent salaries and receive dividends on their stock. 

The employee does not currently pay a tax upon the sums paid into the 
employees’ trust for him by his employer. For instance, if Mr. A, the president 
of corporation X, draws a salary of $50,000 a year and corporation X pays into 
its qualified employees ‘trust each year for Mr. A the sum of $3,000, the taxable 
income of Mr. A is not thereby increased to $53,000. Mr. A pays income taxes 
only upon $50,000, the amount of his salary, unless, of course, he has income from 
other sources. The $3,000 paid to the employees’ trust for Mr. A’s benefit is 
not a part of his taxable income until he actually receives it from the trust 
some years later—usually after his days of high earned income are past. The 


1 Section of corporation banking and business law, American Bar Association. 
2 Of the Chicago bar, chairman of the section's committee on noncorporate business or- 
ganizations, and member of the association's special committee on retirement benefits, 
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same is true of moneys paid into such qualified employees’ trust by an employer 
for a clerk in the office or a workman in the plant. These employed persons are 
having moneys paid into a trust for them and they do not currently pay taxes 
on such sums. 

However, under the tax laws and the regulations thus far promulgated, partners 
are not employees of the partnership entity and may not participate in an 
employees’ trust set up by a partnership for its employees. The same disquali- 
fication applies to a sole proprietor. Consequently, there are fewer employees’ 
trusts established by partnerships and proprietorships than would be the case if 
partners and proprietors could participate as do the officers of corporations. 

The 11 million taxpayers, largely the self-employed, are not given this assist- 
ance and find no aid in the tax laws in their efforts to lay aside something ade- 
quate for retirement. This inequity in our tax laws is a tragic one for these 
11 million citizens. There is no reason for it. It has no basis in logic or fair- 
ness. The writer has found no responsible person who contends that there is 
any just or reasonable basis for this discrimination in the tax laws against the 
self-employed. It is this inequity which H. R. 10 and 11, the so-called Jenkins 
(Reed )-Keogh bill, now pending before Congress, seeks to remove. 

This inequity that confronts us finds its origin in Federal legislation that has 
been enacted by the Congress over the past 18 years. It may be said that the 
Social Security Act of 1935 introduced a new doctrine of social responsibility. 
In brief, the theory of this legislation was that the Government would provide 
minimum benefits for the aged. It is not sought to condemn the Social Security 
Act nor deny that it has real benefits, but because of its limitations, and also 
because many were excluded, the Social Security Act itself actually developed 
grave inequities. Then came the Revenue Act of 1942 with its provisions for 
employees’ trusts. 

The effect of this legislation is well described in a bulletin entitled “Income- 
Tax Discrimination Against the Professions,” by Dr. Frank G. Dickinson, director, 
Bureau of Medical Economic Research, American Medical Association, which 
refers to this legislative background—both the Social Security Act and the 
Revenue Act of 1942. An excerpt follows: 

“The old-age and survivors insurance sections of this act provide for employee 
pensions financed by equal taxes paid by employer and employee on the portions 
of annual salaries not in excess of $3,000. Employers pay their share out of 
gross receipts. Their payments, as costs of doing business, are income tax free. 
Employees, on the other hand, cannot deduct their contributions for income-tax 
purposes, but the pensions, when received, are not subject to Federal income taxes, 
The effect of the act was to provide proportionally greater benefits for those with 
incomes below $3,000. Before the new social theory could become properly inte- 
grated with our way of life an inequity such as this had to be eliminated. 

“Section 165 (a) and related sections of the 1942 Federal Internal Revenue 
Code provide for additional pensions or shares in profit-sharing trusts on the 
basis of total income, not just that portion under $3,000. Although these addi- 
tional pensions and profit-sharing plans largely benefit those with incomes of 
less than $3,000, I firmly believe that section 165 (a) and related sections were 
primarily designed to round out the program first introduced in an incomplete 
form in the depression-born Social Security Act in that they provide more equi- 
table treatment for those with incomes above $3,000 in an era of steeply progres- 
sive income-tax rates. Since the code’s provisions, however, are restricted to 
employees, including executives of corporations, those who conduct their busi- 
nesses or professions as single proprietorships or partnerships are excluded. 
Thus, all single proprietors or partners—farmers, shopkeepers, professional 
men—suffer this income-tax discrimination. 

“The very nature of professional work and training makes this discrimination 
a particular hardship for professional men. The total lifetime income taxes paid 
by a professional man on a lifetime income may greatly exceed those paid hy ¢ 
nonprofessional person on the same lifetime income because the former has a long 
training period and his high earnings are ‘bunched’ into a relatively small number 
of peak earning years.” 

The above article, of course, was written before Congress raised the $3,000 
limit on covered wages to $3,600. 

A statement of Mr. George Roberts, chairman of the special committee of the 
American Bar Association on retirement benefits, is also pertinent. Mr. Roberts 
said: 

“* * * Tt is now practically universal in corporations of any size to have a 
pension plan which in most cases is a noncontributory plan and which gives a 
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substantial amount of security against old age and disabiilty. Scarcely a month 
goes by but some young lawyer talks to me about the advisability of his abandon- 
ing the independent practice of law and joining a corporation, sometimes as a 
lawyer and sometimes as one of the corporation's executives. ‘The persuasive 
argument is always the security afforded by the corporation's pension plan, I 
have no doubt that the same tendency exists in the other professions. * * * 

“I ask you, gentlemen, to consider this problem, not only from the standpoint 
of fairness and equity to the individuals involved but also from a standpoint of 
public policy. Is it for the best interests of this country that legislation should 
be so framed that the professions and self-employed are not encouraged but are 
discriminated against in favor of employment with corporations—the bigger the 
better?” 

How should this inequity in our tax laws be removed? Certainly not by doing 
away with the 16,000 qualified profit-sharing retirement or pension trusts that 
have been established by employers for their employees. The principle under- 
lying these trusts is sound. The practice has become an important and integral 
part of our business and economic structure. Many employees of companies, 
including office stockholders, find that one of their most important nesteggs for 
the future is comprised of their interest in the employees’ trust that has been 
set up by their employer. No one seriously contends that the advantages of sec- 
tion 165 (a) of the Internal Revenue Code should be removed in order to elimi- 
nute the discrimination against the 11 million self-employed. Such would be a 
backward step. 

This gross inequity can be removed by a forward-looking, constructive step by 
instilling in millions of citizens in this country who pay income taxes the desire 
to save and by giving them a tax incentive to save voluntarily. This would again 
develop in these millions of taxpayers, who now feel completely frustrated so 
far as saving is concerned, the desire to themselves provide for their own retire- 
ment and for their families. This will build up a self-respect of inestimable 
value that has been fast waning under the present high taxes and the inequitable 
treutment of these 11 million citizens—largely the self-employed. Before giving 
a synopsis of the proposed legislation, a few remarks about its background seem 
appropriate. 

On June 7, 1951, the original bipartisan Keogh-Reed bills, H. R. 4371 and 4373, 
were introduced in the House of RKepresentatives at the request of the American 
Bar Association’s Special Committee on Retirement Benefits. A coordinating 
committee on retirement benefits for the professions and the self-employed was 
organized. This committee is composed of representatives of more than a score 
of organizations—mostly professionai—and of the American Farm Bureau Fed- 
eration, The bills were studied by the representatives of many national organi- 
zations. Conferences were held with the technical staff of the Joint Committee 
on Internal Revenue Taxation in Congress, 

On June 27, 1952, revised drafts of these identical bills were introduced by 
Representative Eugene Keogh, Democrat, and Representative Daniel Reed, Re- 
publican, both of New York. The revised bills attempted to incorporate a 
number of amendments and changes that were suggested by some 19 persons who 
had previously testified at a hearing before the Ways and Means Committee. 
These bills were referred to the Committee on Ways and Means but it took 
no action before Congress adjourned on July 7, 1952. 

At the opening of the present 83d Congress the present bills, identical with 
those left pending in 1952, were introduced as H. R. 10 and 11. Congressman 
Daniel Reed is now chairman of the Ways and Means Committee and introduced 
H. R. 1, providing for a tax reduction. For this reason Mr. Reed did not think 
he should introduce H. R. 10 and it was introduced by Republican Congressman 
Jenkins. H.R. 10 and 11 are identical bills. They are pending before the Ways 
and Means Committee and are now awaiting a hearing before that committee and 
a report by the Treausry Department. For brevity the pending legislation will be 
referred to as “H. R. 10” or “the measure under discussion.” 


WHAT IS H. R. 10? 


H. R. 10 is a bill to encourage the establishment of voluntary pension plans by 
individuals. It is so entitled. It provides that it is to be known as the In- 
dividual Retirement Act of 1953. It provides for excluding from gross income 
in any taxable year that portion of an individual's income for such year paid 
into a “restricted retirement fund” or paid to a life insurance company as 
premiums under a “restricted retirement annuity contract.” Those “restric- 
tions” will be referred to later. Of course, the excluded portion of the gross 
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income is to be taxed in later years when presumably the taxpayer will be in a 
lower income tax bracket after retirement. This is similar to the treatment 
provided for participants in an employees’ trust. 

It is this exclusion from income—reduction of current income taxes—that is 
the incentive to save for retirement which is comparable to that now given to 
corporations to provide qualified profit-sharing or pension plans for their em- 
ployees, including stockholder-employees, under section 165 (a) of the Internal 
Revenue Code. 


WHO CAN QUALIFY UNDER THIS “INDIVIDUAL RETIREMENT AC pis 


Generally speaking, anyone who is not a participant in an employee's trust 
set up by his employer, or who is not eligible to become a member of such an 
employees’ trust, or who is not a pensioner under some national, State, local 
government retirement plan, can participate in the benefits of this Individual 
Retirement Act. Even an employed person who is already a participant in an 
employees’ trust is eligible under the Individual Retirement Act if during the 
taxable year more than 75 percent of his earned net income is derived from a 
trade or business carried on by him or by a partnership of which he is a member, 

Payments made to a “restricted retirement fund” or to an insurance company 
as premiums under a “restricted retirement annuity contract” may be made 
within 60 days after the close of the taxable year at the election of the taxpayer. 
Such payments will be treated as having been paid on the last day of the taxable 
yeur. That, again, is like the tax provisions now in effect for employers’ con- 
tributions to employee's trusts. It will let you take advantage of a December 31 
bouus or large fee collection. You can even figure out your income tax results 
tu see What you can afford to invest in your retirement. 

To be excluded from current income taxes, the puyment must be paid to an 
insurance Company for a restricetd retirement annuity contruct, or to a qualified 
bank as trustee for the benefit of the contributing taxpayer. If made to a bank, 
the trustee may be given broad pewers in the trust instrument with respect to 
investment of funds. The latitude may be as wide as the local law will permit. 
Income is reinvested and is tax-free, 


WHAT ARE THE RESTRICTIONS? 


The contributing taxpayer may draw out no part of the trust or annuity until 
he has reached the age of 65 years, unless he sooner suffers permanent and total 
disability as defined in the meusure itself. His interest must be nonassignable 
except to designate beneficiaries. Those are the “restrictions.” 

On the other hand, there is a great deal of flexibility allowed in the method of 
receiving benefits and in the tax consequences at that time. When the contribut- 
ing taxpayer reaches retirement age he may take down the fund, including the 
earnings and accumulations, in one lump sum; in annual, quarterly, or monthly 
installments over a period of years; or a trust instrument may require the trustee 
bank to purchase a single premium life annuity contract with or without a guar- 
anteed minimum return and with or without a survivorship option. Income thus 
received by the taxpayer from the trust is taxable to the taxpayer as ordinary 
income when he receives it, except that if the taxpayer receives all of the trust 
in a lump sum, it is taxed to him as a long-term capital gain if it represents 
accumulations of at least 5 years. 

The “earned income” referred to in the measure under discussion includes 
professional fees as well as income received from literary, musical, or artistic 
compositions, or moneys received through the copyright of such works and, of 
course, it includes wages and salaries. Where income is derived both from in- 
vested capital and personal services, the measure provides for the promulgation 
of regulations by the Secretary of the Treasury to determine how the amount of 
the earned income of such taxpayer shall be arrived at. 

The annual exclusion cannot exceed $7,500, or 10 percent of the taxpayer's 
~arned net income, whichever is smaller. <A limit of $150,000 is fixed as the 
maximum amount which could be set aside under this Individual Retirement Act 
during the lifetime of any individual. 

Another important provision in the measure allows individuals who had reached 
the age of 55 vears before January 1, 19538, to exclude a larger portion of their 
gross income than would be allowed to younger taxpayers. This additional ex- 
clusion is limited to 1 percent of the taxpayer's earned net income or $750, which- 
ever is the lesser, multiplied by the number of the full years of his age in excess 
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of 55, determined as of January 1, 1953. However, such additional exclusion 
shall not apply to taxable years of a taxpayer after he reaches age 75. 

The measure contains important carryover provisions for unused exclusions. 
This will be especially beneticial to individuals in the entertainment field, as well 
as many lawyers, who have widely fluctuating incomes and who are subjected to 
the high income-tax brackets in peak earning years. 

One criticism of the proposed measure is that it would give too much aid to 
favored classes—to the rich. A mere enumeration of the professions and groups 
that comprise the great class of self-employed disproves this. Furthermore, it 
has been calculated that even an individual who may enjoy earned net income 
of $75,000 a year or more over a period of 20 years could not, by participating 
under this plan fully, provide a pension on retirement of more than $1,000 a 
month. Of course, provisions for retirement which could be made by the average 
professional man would be much less than that. The benefits available to the 
self-employed, whether he be a professional man, farmer, or shopkeeper, probably 
would be much less than those enjoyed by many with comparable incomes who 
are participants in employees’ plans qualified under section 165 (a) of the 
Internal Revenue Code. In short, H. R. 10 does no more for the self-employed 
than section 165 (a) already does for the employee with the same level of earned 
income 

H. R. 10 is not a substitute for social security. In fact, those employees who 
participate in employees’ trusts, in many instances, already have the additional 
benefits of social security. Whether or not social security is extended to lawyers 
and doctors should not affect in any way the enactment of this proposed lezisla- 
tion. We all know how limited is the assistance that will ensue under the Social 
Security Act. True, it may be vital in many cases. But for the self-employed 
who are following their own professions and who are accustomed to taking care 
of themselves, that relief is not an answer. At most, that is only part of the 
answer. H. R. 10 offers the next layer of pensions, and the objective is com- 
parable to the objective of section 165 (a). 

The measure in question would allow self-employed individuals and others 
not covered by existing employees’ plans to voluntarily set aside certain amounts 
from their income annually and defer payment of taxes on such excluded income 
so set aside in restricted retirement funds or annuities. The amount set aside 
for retirement and old age comes out of the individual’s own income. No one else 
pays it into a trust for him. Whether or not he sets aside an amount this year 
or next depends upon him. It must come from his own individual effort and 
decision. To again give to these 11 million taxpayers—the self-employed and the 
pensionless employed persons—the opportunity and the incentive to save and 
thus engender in them that spirit of self-reliance and independence that comes 
from just such effort would have far-reaching social consequences. Next to 
godliness and cleanliness, perhaps the desire to save and take care of oneself and 
one’s family ranks high in the virtues of man. 

When the minds of 11 million people who are now self-employed for the most 
part are directed to a method by which they can save, you have turned the spot- 
light for thinking people upon such things as practical investments, insurance, 
annuity contracts, and the spirit of taking care of their future through their own 
individual efforts. This would undoubtedly rekindle in the thoughts of these 11 
nillion taxpayers their interest in buying life insurance as well as annuity con- 
tracts; in opening savings accounts as well as establishing a restricted retirement 
trust; in investing in the securities of investment trusts; and many other sound 
steps offered by today’s economy. 

In 1952, when the identical bills H. R. 8390 and 8391 were pending before 
Congress, the Journal of Accountancy, official publication of the American Insti- 
tute of Accountants stated, “The fairness and social desirability of these bills 
should be apparent to anyone who takes the trouble to examine their provisions.” 
H. R. 10 is now being supported by many prominent and national organizations.* 


* American Bar Association: American Dental Association: American Federation of 


Radio Artists: American Guild of Musical Artists: American Institute of Chemists: Ameri- 
ean Medical Association: American Osteopathic Association: Actors’ Equity Association ; 
Authors League of America, Inc.: Association of Stock Exchange Firms: Cenfererce of 
Actraries in Publie Practice: Chicago Bar Association: Illinois Bar Association: Invest- 
ment Counsel Association of America; New York State Bar Association, Pennsylvania 
tar Association, and many others. 
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President Eisenhower, on October 24, 1952, when a candidate, stated: 

“In 1942 the Government made an important supplement to the Social Security 
Act by legislation which offered tax advantages to corporations and their em- 
ployees in the establishment of pension funds (section 165, Internal Revenue 
Code). I am thoroughly in accord with the principle of this legislation. Over 
16,000 pension plans have been filed under this law providing more adequate 
security for the employees of corporations covered thereby. When this legisla- 
tion was being considered, self-employed individuals were evidently forgotten, 
yet they get old and sick just as other people do. There are over 10 million 
workers who cannot take advantage of these tax-release provisions now oflered 
to corporations and their employees. They include owners of small businesses, 
doctors, lawyers, architects, accountants, farmers, artists, singers, writers, inde- 
pendent people of every kind and description but who are not regularly employed 
by a corporation. I think something ought to be done to help these people help 
themselves by allowing a reasonable tax reduction for money put aside by them 
for their own savings. This would encourage and assist them to provide their own 
funds for their old age and retirement. If 1 am elected I will favor legislation 
along these lines. 

“(Signed) Dwicut D. EISENHOWER.” 


According to John W. McCormick, chairman of the Democratic Platform Com- 
mittee, that party endorses legislation that will provide voluntary pension systems 
for self-employed and professional people. 

In 1947 the house of delegates of the American Bar Association authorized and 
directed the section of corporation banking and business law and the section of 
taxation to study methods of eliminating the inequities here discussed. There- 
after, a special committee was appointed to study the question and formulate 
legislation. The special committee on retirement benefits for the self-employed 
has been functioning constantly since its appointment and H. R. 10 is the result 
The house of delegates of the American Bar Association, at its meeting in Chicago 
in February of this year, voted to approve H. R. 10 and recommended its passage 
to the Congress. 

This measure can be enacted by this Congress if the individuals in the profes- 
sions and others who will benefit by the measure will take the trouble to talk 
to their legislators and explain the measure so it will be understood by them. 
Representatives and Senators are busy people. It is difficult for them to keep 
abreast of and know and understand the many measures that are offered 

This is a bipartisan measure. Such a measure is rarely given the same pub- 
licity as a partisan measure which encounters strong opposition and is embroiled 
in a fight. It is up to the individual members of the professions personally to 
explain the merits of this measure to the Representatives and Senators they 
know personally. Persuasive and personal contact is strongly recommended in 
order to obtain the enactment of the proposed measure, which will at least give 
us the option of providing for our retirement with some tax advantage comparable 
to that now enjoyed by participants in employees’ trusts. 


STATEMENT OF AMERICAN FEDERATION OF LABOR RE Topic 36, RETIREMENT PLANS 
FOR SELF-EMPLOYED AND OTHERS Not COVERED BY EXISTING PENSION PLANS 


Congress at various times during the past 18 years has shown its willingness 
to extend social security coverage to farm workers, professional people, self- 
employed, Government employees, household employees, etc. Some of these 
groups have been covered. Others, however, have shown no indication of in- 
terest in receiving coverage. 

It is principally from these latter groups, however, that demands for prefer- 
ential tax treatment for pensions, annuity income, etc., is coming. The American 
Federation of Labor is not in sympathy with demands for such legislation, 
believing that such groups should move to secure social security coverage as 
soon as possible. If and when social security coverage is obtained, the A. F. of L. 
believes that future legislation governing any proposal to exempt pension or 
annuity income of any group from taxation should be presented and considered 
on its merits. 
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STATEMENT OF Det R. PAIGE, CHAIRMAN, TAXATION COMMITTEE, GEORGIA STATE 
CHAMBER OF COMMERCE, ATLANTA, GA., RE Topic 36, RETIREMENT FUNDS FOR 
SELF-EMPLOYED 


Legislation should be enacted to provide for the postponement of taxes on 
limited amounts of earned income set aside by self-employed persons and others 
not covered by existing pension plans. 


STATEMENT OF THE AMERICAN TAXPAYERS ASSOCIATION, WASHINGTON, D. C., RE 
Topic 36, TAx TREATMENT OF RETIREMENT FUNDS FOR SELF-EMPLOYED PERSONS 


Under present Federal tax laws, corporate officers and employees who par- 
ticipate in certain qualified pension and profit-sharing plans are relieved of 
present income tax on that part of their current earnings which is set aside 
for them under such plans. 

It is our belief that self-employed persons should be accorded substantially 
similar tax treatment with regard to retirement funds as is accorded to cor- 
porate officers and employees. Providing for retirement pensions is just as 
important to lawyers, doctors, brokers, and other self-employed persons as it 
is to officers and employees of corporations. 

We have been advised that some lawyers and stock exchange partners have 
expressed a view if they had some relief in this respect they would even be 
willing to have the money in retirement funds limited to Government bonds, 
We are not prepared to go that far. We think if a retirement plan for a partner- 
ship qualifies with the Treasury Department it should have the same investment 
rights; that is, investment in any securities. 

Congress has recently acted to remove the discrimination againse self-employed 
in the area of social-security taxes and benefits. It should likewise act to 
remove the discrimination against self-employed in the area of tax treatment 
of retirement funds. Passage of H. R. 4371 or H. R. 4373, recently considered 
by the House Ways and Means Committee, would be a big step in the direction 
of removing this inequity. 


STATEMENT OF Puivip A, HERSHEY, CERTIFIED PUBLIC ACCOUNTANT, 
SAN FRANCISCO, CALIF., RE Topic 36 


Topie 36 raises many questions but it is one which personally affects me and 
I am sure many other members of the accounting, legal, and medical professions 
because we are some of the last entrepreneurs left in this country and I do 
believe that some relief should be given to our current taxation in order that we 
might provide retirement funds for ourselves and not become a public charge in 
later years. Again it would seem that some deduction might be made from 
current income if those funds were invested in retirement insurance or social- 
security payments to be received in the future. 


ASSOCIATION OF STOCK ExCHANGE FIRMS, 
New York, N. Y., August 6, 1958. 


Re Jenkins-Keogh bills, H. R. 10 and H. R. 11. 


Hon. DANTEt A. REED, 
House of Representatives Office Building, Washington, D. C. 

Dear Mr. Reep: The members of our association, comprising self-employed 
brokers and partners of member firms of the New York Stock Exchange, have 
long been interested in the passage of remedial legislation that would enable 
them to voluntarily exclude from taxable income, amounts sufficient to finance a 
reasonable retirement annuity or permit them to obtain retirement benefits 
comparable to those achieved through pension plans in other businesses and 
industry. The arguments for removing the gross discrimination of Federal 
income-tax laws against the self-employed in the matter of pensions are practi- 
cally the same as those presented by us to your committee in May of last year. 
In view of the sacrifices you and your colleagues are making in staying on after 
the adjournment of Congress to hold hearings on this important tax measure, 
we will not take up the valuable time of your committee on topic 36 scheduled 
for Wednesday, August 12. 
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We have carefully studied the provisions of the Jenkins-Keogh bills, which as 
you know incorporate the revisions and changes suggested by the American Bar 
Association, American Medical Association, American Dental Association, and 
other national organizations, and in our opinion, in its present form, is the most 
practical approach toward removing the present inequities and discrimination 
against the self-employed who are presently not eligible for tax advantages now 
granted to corporate officials under section 165 of the Internal Revenue Code. 

There are 4,128 partners of 617 member firms of the New York Stock Exchange 
with 1,159 branch offices located in 429 cities in 47 States, the District of Colum- 
bia, 2 Territories, and 6 foreign countries. 

In addition, there are 300 individual members of the New York Stock Ex- 
change who are not members of a partnership but who conduct their business 
on the floor of the exchange as sole proprietors in the capacity of traders and 
specialists. They can see no reason why they, too, should not be permitted to 
set aside a small part of their savings during peak years, on a tax-deferred basis, 
as a buffer against old age. 

Sincerely, 
R. C. InGAtts, President. 


STATEMENT OF THE GEORGIA STATE CHAMBER OF COMMERCE, RE Topic 36, RETIRE- 
MENT FUNDS FOR SELF-EMPLOYED AND OTHERS NOT COVERED BY EXISTING PENSION 
PLANS 


Legislation should be enacted to provide for the postponement of taxes on 
limited amounts of earned income set aside by self-employed persons and others 
not covered by existing pension plans, 
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THURSDAY, AUGUST 13, 1953 


House or REPRESENTATIVES, 
CoMMITTEE ON Ways AND MEANS, 
Washington, D. C. 
The committee met at 10 a. m., Hon. Daniel A. Reed (chairman) 
presiding. 
The Cuamman. The committee will come to order. 


TOPIC 37—EXCLUSION OF PENSION AND RETIREMENT INCOME FOR 
SPECIFIC TYPES OF EMPLOYEES 


The committee will continue general revenue revision hearings, 
considering the topic of Exclusion of Pension and Retirement Income 
for Specific Types of Employees. 

We welcome as the first witnesses Mr. Robert H. Wyatt, executive 
secretary, Indiana State Teachers Association, representing the Na- 
tional Education Association, and Mr. Leonard Calhoun, counsel for 
the association. 


STATEMENT OF ROBERT H. WYATT, EXECUTIVE SECRETARY, 
INDIANA STATE TEACHERS ASSOCIATION, REPRESENTING NA- 
TIONAL EDUCATION ASSOCIATION, ACCOMPANIED BY LEONARD 
CALHOUN, COUNSEL FOR THE NATIONAL EDUCATION ASSO- 
CIATION 


Mr. Wyatt. Mr. Chairman and members of the committee, I am 
Robert H. Wyatt, executive secretary, Indiana State Teachers Asso- 
ciation. Today I am testifying in support of H. R. 5180. I represent 
the National Education Association, one of America’s largest profes- 
sional organizations with more than 530,000 active members. The 
total membership of the NEA and its affiliated groups approaches 1 
million educators who live in all the 48 States and in the District of 
Columbia and the Territories. The membership includes all types of 
classroom instructors from kindergarten teachers to college professors 
and all types of administrators and supervisors from elementary 
school principals to State superintendents. 

My statements today represent the will of these members. The 
NEA has long favored equitable tax relief for retired people. While 
we have supported proposals of limited application we are today sup- 
porting H. R. 5180 as the most defensible proposal before your com- 
mittee. H. R. 5180 not only provides tax relief for teachers and other 
public employees, but it also helps equalize the tax treatment of all 
retired people. In my presentation I shall stress particularly the 
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concern of retired teachers. Other witnesses will deal with the need 
for tax relief for retirement income as it applies to other groups. 

I do not need to emphasize for you the economic plight of our 
country’s teachers. I only mention their particular situation because 
they are one of the iportant groups who will obtain vitally needed 
tax relief under H. R. 5180. You are well aware of the fact that 
teachers have for many years been the poorest paid of all professional 
workers, and still retain that dubious honor. Actually, the income 
of America’s teachers vce vs among the lowest of any occupational 
group, and is inferior to that of a great many unskilled laborers. 
Naturally, this has a drastic and direct effect upon current and planned 
savings. 

Teachers in almost all the States and Territories must spend 4 or 5 
years in college preparing for their profession. Then they start work 
at low salaries, receive increases slowly, and rarely reach a point where 
they can consider themselves economically secure. To a great extent 
their eae years of service to the pub lic are ignored at retire ment age, 
and teac hers are left to try to live on relatively small pensions, paid 
in inflated dollars and yet subject to income t: 1Xes. This tax situation 
calls urgently for a remedy. I believe H. R. 5180 to be that remedy. 

H. R. 5180 by eliminating a portion of retimemesit income from 
taxation will help to alleviate the injustices and inequities now suf- 
fered by the retired people who do not now enjoy retirement income 
exemptions afforded some of the aged. I know that the present 
exemptions were not the work of this committee. Nevertheless, these 
exemptions for certain groups do exist, creating unequal tax treatment 
between the especially exempt groups and the balance of our retired 
population. I think the provisions of H. R. 5180 would go a long way 
toward eliminating this unfairness. 

Current retirement incomes are not based on currently inflated 
prices and wages but on preinflation price and wage levels. Imagine 
a teacher in the mid-1930’s who planned a retirement fund to mature 
say 20 years later. What is the 1935 dollar worth these days, once 
inflation and taxation get through with it? Just one example will 
illustrate my point here. The average annual retirement allowance 
or teachers in 1952 was a little over $1,000. However, $1,000 today 
is equivalent in eee power to only $522 in terms of the 1935-39 
enn In other words, a teacher who planned to retire on $1,000 
a year in 1953 fin ihe his thousand dollars have shrunk in buying power 
to hi If th: it much. And still this small retirement income is subject 
to today’s heavy taxes. I admit this is a complex problem, but we 
believe that your committee will not wish to ignore the ravages of 
inflation on static incomes and inflexible savings. Retired people 
on a fixed income are particularly the victims of inflation. Our 
teachers-retirement plan do not provide an elevator to match the climb 
in living costs. They have not had and cannot expect a near doubling 
of their pensions such as was provided beneficiaries of OASI pur- 
suant to recommendations of your committee in 1950 and 1952. In- 
stead they must sit back and watch inflation and taxes eat into their 
small pensions year by year. Recent statistics show that current costs 
of living have reached an all-time high. Our people who are on pen- 
sions and others not receiving OASI do not need a mass of statistics 
or experts to tell them what inflation means. They have learned it 
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the hard way, by trying to live from month to month and year to 
year. 

Mr. Chairman, you are more familiar than I with the various exempt 
benefits such as are now granted under railroad retirement and OASI. 
These exemptions would not be disturbed by H. R. 5180, but the bill 
would within limits provide similar if not identical treatment to other 
retired people. As a represents itive of the organ ized teac hing pro- 
fession, I would like to emphasize the fact that not only the country’s 
teachers would be aided by H. R. 5180, but also all other public em- 
ployees who have given faithful and essential service to the States, 
municipalities, and the Federal Government, and all other retired per- 
sons, whose retirement income is currently taxed. Al] retired persons 
deserve equal tax treatment and would, I believe, receive it under the 
provisions of this new bill. 

The NEA has been striving for more than 10 years to get tax relief 
for retired teachers. In past Congresses, and in appeals to the Treas- 
ury Department, we have supported plans to exempt their retirement 
incomes from Federal taxation. We have also endorsed in past years 
bills to exempt the income of all public employees. As a result of 
more adequate study of the problem and through consultation with 
members of your committee we have concluded this at exempt ion of re- 
tirement income should apply to all types of retirement income and 
thus provide an equitable protection for all. H.R. 5180 does exactly 
that; it would practically eliminate the pone discrimination and 
would more nearly equalize the tax treatment of all retired groups. 

This explains our position in support of the bill. We have joined 
several national organizations in this stand, some of which are repre- 
sented here today, and we are honored to be in their company. We 
feel that this broad representation indicates that H. R. 5180 contains 
practical and fair features which appeal to people in every walk of 
life. 

What are these features in essence # 

The first $1,500 received as retirement income shall be excluded 
from gross income in the case of all taxpayers who are at least 65 
years of age and retired or who are retired under a public or private 
retirement plan regardless of age. However, the $1,500 exclusion is 
to be reduced in proportion to the taxpayer’s current earnings, if he 
works after retirement and earns more than $900 a year. This reduc- 
tion is on a sliding scale similar to OASI provisions. 

On April 21, 1953, we submitted to the Joint Committee on Internal 
Revenue Taxation a memorandum setting forth rather « preety the 
ease for establishing by law a reasonable level of tax exemption of 
retirement income. We have also prepared an analysis of H. R. 5180. 
I request that the memorandum and the analysis of H. R. 5180 be 
considered a part of my statement and included following my state 
ment, in the printed record. 

The Cuairman. Without obje ction, it is so ordered. 

Mr. Wyarr. The NEA Research Division estimates that there are 
about 100,000 retired teachers in the United States now. These people 
have a total income of about $193,415,000, including a total retirement 
income from teacher retirement systems of about $102,315,000. The 
estimated average total annual income from teacher retirement sys- 
tems is $1,023.15. Without going into a detailed breakdown of the 
various categories and age groups of retired teachers, it is easy to see 
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that many of these people have retirement income far below current 
wages and inadequate to meet current living costs, and yet must still 
pay taxes on this retirement income. 

[ would like to stress that fact that while these figures apply spe- 
cifically to teachers, I believe that they are representative of a lot of 
other retired persons not now covered by a special exemption of one 
kind or another. 

Under the provisions of H. R. 5180 retired people would be able 
to earn up to $900 per year or $75 per month without any loss of 
exemption. Earnings above this amount would result in a partial 
reduction of the retirement-income exemption. Let us consider an 
example of typical tax relief under the proposed legislation. Take 
the case of John Smith, a retired person over age 65 without depend- 
ents whose work income if any is under $900 a year. He has a total 
annual income including pension plus any earnings of $2,000. Today, 
unless receiving OASI or raiiroad retirement benefits he must pay 
$122 in taxes. Under H. R. 5180 whether or not his retirement in- 
come is partly from OASI or railroad retirement he would pay no 
tax. 

This example illustrates how the bill would benefit retired people. 
As I have said, Mr. Chairman, the NEA is giving the full measure of 
its support to H. R. 5180 because of the need for an exemption of 
retirement income and the basically equalizing nature of this partic- 
ular bill. Its establishment of a uniform floor of protection would 
guarantee all categories of retired people equal treatment. It would 
minimize the discriminatory effect of the exemption now in existence 
without repealing or otherwise affecting present exemptions. 

In conclusion I would like to sum up the three major considerations 
on which H. R. 5180 is based : 

1. In the last decade and a half inflation has meant almost a dou- 
bling in living costs and current earnings, but only a comparatively 
small increase in retirement income. 

2. When originally planned, modest retirement incomes were sub- 
ject to little if any income taxes, but in recent years have been in- 
creasingly subject to income taxes. 

3. Through various rulings, large groups of retired persons have 
gained special exemptions for all or a substantial part of their retire- 
ment income, and pay no income taxes, while other millions with com- 
parable retirement income have no such exemption, and do pay sub- 
stantial income taxes. 

We believe that H. R. 5180 provides an appropriate and equitable 
measure of tax relief to retired people. 

I have limited my own presentation to a very few minutes with the 
thought that you may wish to raise a number of questions with Mr. 
Calhoun. Mr. Calhoun has served as counsel and adviser to the NEA 
in the preparation of H. R. 5180 and the attached memorandum. 

Mr. Chairman, I thank you and members of the committee for the 
opportunity to present our case to you. 

(The following material was submitted for the record by Mr. 


Wyatt:) 





GENERAL REVENUE REVISION 


APRIL 1954. 
MEMORANDUM 


To: The Joint Committee on Internal Revenue Taxation. 

Filed by: The National Education Association of the United States. 

Subject: Proposed tax exemption under the Federal income-tax law of the 
retirement income of teachers and all other individuals who do not already 
have special exclusions and exemptions of retirement income of as much as, 
or more than, the proposed floor. 

This wemorandum summarizes the present income tax disparity in treatment 
of various classes of retired individuals, points out the pressing need of providing 

a minimum floor exemption for retirement income of persons lacking special 


c 
exemptions, and suggests an appropriate basis, for framing the floor exemption. 


TODAY'S OLD-AGE RETIREMENT EXEMPTION SITUATION 


Today the Federal income-tax program provides no uniform rule respecting 
retirement income. There is an additional $600 per year by way of exemption 
given individuals 65 and older. This is not a retirement income exemption, 
however. It applies to anyone 65 or over, regardless of whether or not retired. 

Kither by way of rulings or specific exemption, there are today three classes 
of retirement income 

(1) Fully taxed income such as that from investments and from pensions 
paid for entirely by the employer. 

(2) Partly taxed income such as that from annuities purchased by the 
individual. This type is taxed under the annuity rule, i. e., 8 percent of 
the cost to the individual is treated as income until the cost is recovered, 
then the entire annuity is taxed as income as received. 

(3) Fully exempt income, such as veterans’ pensions, old-age and sur- 
vivors insurance, and railroad retirement benefits. 

Teachers’ retirement plans, most other public retirement systems, and a very 
large percentage of private retirement plans, as well as privately purchased 
annuities, come under (2) above. In a relatively short time, under the annuity 
rule, the retirement benefits under both the public and private contributory 
systems become fully taxable, like the retirement income under (1) above. 

Accordingly the important comparison is between class (1) where all income 
on retirement, from pensions or otherwise, is taxable income, and class (3), 
where certain pensions and benefits are exempt. 

Tax exemption situation not intentional 

The Ways and Means and Finance Committees did not intentionally create 
the tax discriminations above referred to. 

They did not write the special tax exemption in the Railroad Retirement Act, 
which was acted on by other committees, nor did they make the rulings in the 
old-age and survivors insurance, veterans’ pensions, and public assistance cases. 


Nature of annuities and teachers’ retirement, and the annuity rule of taxation 

As will be noted later, numerous bills relating to specific exemptions would 
amend section 22 (b) (2) of the Internal Revenue Code. This section very 
superficially resembles an exemption but is not an exemption at all. It is a rule 
of taxation applied to annuities, that is, to income which may be viewed as a 
combination of interest-drawing savings account and insurance, 

The rule is primarily based on the situation when John Doe buys an annuity 
for himself. For example, if his life expectancy is around 11 years, he may 
pay $100,000 for a $10,000 a year annuity, the insurance company estimating 
that the $100,000 plus interest on balances will pay him the annuity for his 
expectancy plus some margin covering operating expenses, and perhaps a prefit. 

The annuity rule is an arbitrary one. Roughly, John Doe is deemed to receive 
3 percent ($3,000 per year) by way of interest, and $7,000 by way of return of 
principal until he has gotten back his $100,000. Thereafter he is taxed on his 
total $10,000 per year. 

It will be noted that in the case of annuity purchasers there is no condition 
as to age, retirement, ete., as this is merely a tax rule of separating income 
derived from a capital deposit and the return of the deposit itself. 

Retirement annuities to which the public employee has contributed are, in 
general, treated as the above—that is, the employee pays tax on 3 percent (as 
interest on his contribution) and when he has recovered his entire contribution, 
he pays taxes on the entire annual amount received. 
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Thus the annuity rule governing most teachers, other public employment, 
private employment, ete., is not an exemption at all but a rule of taxation 
recognizing that the recovery of the recipient’s capital is not the receipt of 
income any more than money withdrawn from a savings account is income. 

The following explanation is taken from the 1946 edition of the Bureau of 
Internal Revenue Bulletin, Your Federal Income Tax: 

“The terms ‘annuity,’ ‘pension,’ and ‘retirement pay’ are often confused with 
each other. Sometimes these terms are used to describe a plan in which an 
individual invests some of his own money—either with an insurance company 
or with his employer—in order to assure himself that he will receive a steady 
income when he reaches a certain age. At other times, the same terms are used 
to describe payments which are made by an employer entirely out of his own 
funds to reward a faithful employee. 

“lor income tax purposes, all of these plans are, in effect, treated alike so 
that the recipient of annuity, pension, or retirement pay is allowed to recover 
his own investment, if any, tax-free but is required to pay tax on the remainder 
of the benefits that he receives, as explained in the first part of this article. 
Therefore, in those cases where the employer pays the entire cost of a pension, 
the retired employee has no cost to recover and his entire pension is taxable 
as if it were a payment of additional wages and salary * * *.” 

The Bureau of Internal Revenue statement continues as follows: 

“The original idea of a pension appears to have been a gift or gratuity made to 
a former employee on account of past services which had been fully paid for 
when rendered, but it developed into a deferred compensation for services as an 
inducement to secure continued service from employees. Accordingly, a pension 
or a retirement allowance paid entirely by the employer represents, for Federal 
income-tax purposes, amounts paid solely because of services. They are re- 
garded as additional compensation for services and the entire amount of each 
payment is subject to income tax unless expressly exempted from tax by law.” 

The Social Security Act benefits are supported by payroll taxes, but are not 
paid the employees by the employer on the basis of past services. Public assist- 
ance and veterans’ benefits are supported by general taxes, and are not paid by 
the employer as delayed wages for past services. These are treated as gifts in- 
stead of income for income-tax purposes. Probably the gift rule would have 
been followed for railroad retirement benefits, but this is a moot question as they 
are specifically exempt. 

Commerce Clearing House Federal Tax Reporter (1949) explains the sub- 
stantive results as follows: 

“Old-age pensions received under the Social Security Act or under the Rail- 
road Retirement Act, and also pensions received under any act relating to war 
veterans are entirely exempt. 

“Pensions or annuities received by a teacher for past services are taxable in 
the same manner as pensions received by any other class of employee. They are 
fully taxable as compensation if they are received from the State or other 
former employer and if the teacher did not contribute toward their purchase, 
If the teacher did contribute toward their purchase they are treated as 
annuities.” 


Tared and untared pensions 

In 1938 it made little or no difference whether or not the individual with a 
modest pension or retirement benefit had, or did not have, his income exempt 
or excluded from taxes. For, as indicated, he paid little or no Federal income 
taxes in any event. 

But today, an individual who has an exempt or excluded pension as part of bis 
income fares quite differently than an individual who has no such exemption or 
exclusion. To illustrate this, we might take the somewhat lower than current 
tax rates which will be applicable to next year’s taxes, and use the rates appli- 
cable to individuals with no dependents and with income of $5,000 or less, who 
elect to use the short form return, and who are 65. 
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| Tax if $125 Tax if $125 
otal income of Tax when per month is Total income of Tax when | per month is 
retired person all of income | excluded from retired person all of income |excluded from 
is taxable gross income is taxable gross income 


$14 $2,800 $266 0 
50 ) $3,000 305 $32 
$3,200 332 68 

$3,409 377 104 

$4,000 493 212 

$4,999 ee 681 386 


Numbers receiving special eremptions or exclusions 

According to recent estimates, old-age and survivors’ insurance, railroad re- 
tirement, and veterans’ prcgrams have an aggregate of some 8.8 million bene- 
ficiaries—the bulk 65 and older. The benefits under each system are non- 
taxable. There are some 2.5 million on old-age assistance. These benefits are 
not taxable. The public assistance benefit is not usually important, as the in- 
dividual receiving it is supposed to be needy. But in some instances the bene- 
fits run some bit over $100 per month, and except for the nontaxability of public 
assistance, the recipient would have to pay income taxes. 

The OASI, railroad retirement, and veterans’ programs are scheduled to grow 
substantially over the years. So the time is very near when a majority of the 
aged, under existing law, will have a special retirement-income eXemption or 
exclusion, 


Hramples of discrimination under existing law 

The example was given above of the large difference in having a $100-$125 
special retirement-income exemption and not having one. A large percentage of 
those retired under the Railroad Retirement Act have more than $100 a month, 
Many veteran pensioners—for example, the Spanish-American War veterans—re- 
ceive about $100 per month. Many of these also receive OASI or railroad retire- 
ment benefits, making their total special nontaxed income very large. 

There is obviously a tremendous tax discrimiantion between the retired per- 
son without special nontaxed income and the retired person with special non- 
taxed income. 

There is also a very substantial discrimination between the various pensioners 
themselves. For example— 

John Doe has an $85 per month OAST benefit and $100 per month from his em- 
ployer’s private pension system. He pays no Federal income tax on this income. 

Richard Roe also has $185 per month income on retirement, but only $35 per 
month is from OASI, the balance being from private pensions, annuities, or in- 
vestments. He pays $86 per year in Federal income taxes. 

James Jones has $100 per month from the UMW Welfare Fund, $85 from 
OASI and $100 per month from private investments. He pays no Federal income 
taxes on his $3,400 per year income. 

Tom Smith has $285 per month income also—$60 from OAST, $150 from his 
former employer, and around $75 from net rental of some property. He pays 
over $260 per year in Federal income taxes. 


POSSIBLE APPROACHES TO A SOLUTION AND SOME FACTORS TO BE CONSIDERED 


Numerous bills are pending to change some of the foregoing situations. All 
would amend section 22 (b) of the Internal Revenue Code. These proposals fall 
in several general classes: 

(1) Those limited to pensions paid a particular class of public employees— 
example, H. R. 3401, exempting pensions of State public school employees. 

(2) Those limited to Federal and State public employee pensions—ex- 
ample, H. R. 3844. 

(3) Those limited to Federal, State, and nonprofit organization employee 
pensions—example, H. R. 1385 (Forand). 

(4) Those limited to employee pensions, but applicable to pensions from 
any employer, public or private—example, H. R. 453, H. R. 626. 

(5) Those applicable to all “annuities, pensions, or retirement henefits. 


” 
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Insofar as the National Education Association is concerned, it might be possi- 
ble to afford the needed exemption for public school teachers under any of the 
five classes of bills above referred to. 

Preferable approach in proposed exemption 

As a matter of principle, however, the National Education Association prefers 
feneral legislation to narrow legislation—that is, it prefers the approach of 
bringing up the retirement income tax treatment of all retired persons to a 
reasonable level rather than the approach of creating additional classes with 
special retirement income which is nontaxable. 

In doing so there are three principal problems: 

(1) Dealing with existing tax treatment of certain kinds of retirement 
income; 

(2) Setting an appropriate level of nontaxed retirement income ; 

(3) Defining the retirement,income which is not to be taxed, and the 
conditions of excluding it fropAaxation. 

There are technical, equitable and other problems involved in attempting to 
reframe the law so as to wipe out or modify any of the existing exemptions or 
exclusions of retirement income from Federal income tax. An approach which 
has been followed in several of the pending bills recommends itself as avoiding 
these problems. 

That approach is to create a pension floor and to provide that up to the amount 
specified as a floor, retirement income (including all governmental pensions) 
shall not be taxed. Thus, no one who has a special exemption under existing 
law, at or above this floor, would be affected at all. Those without any special 
retirement exemption or exclusion of income from tax would be given one on 
retirement income up to the specified floor amount. Those with a special ex- 
emption but with the exempt pension less than the floor amount, could count any 
other retirement income up to an amount which, with their special exemption, 
would bring their total retirement exemption up to the floor amount. 

The Smathers bill, for example, provides, in an amendment to section 22 (b) 
(2) of the Internal Revenue Code, that “notwithstanding any other provision of 
law all amounts, up to $2,500, received as retirement * * * shall be excluded 
from gross income.” 

The Keogh bill provides that “there shall be excluded from gross income the 
first $1,440 in the aggregate for each year all retirement and annuity payments, 
including but not limited to payments under the old-age and survivors insurance 
law * * * received during the taxable year.” 

In fixing an appropriate floor for nontaxed retirement income, consideration 
should be given to several factors: 

(1) A comparison of current work income and retirement income. 

(2) The tax treatment of retired persons today who lack any special 
exemptions, such as that of Railroad Retirement benefits, as compared with 
their tax treatment of a few years back—appropriately adjusted in terms 
of living costs for retired people. 

(3) The comparison of the situation of the growing percentages of retired 
persons who presently enjoy special exemptions or exclusions from tax of 
certain retirement income with the situation of those lacking any special 
exemption or exclusion. 

(4) The effect, dollarwise, of extending a floor of protection against 
income taxation of retirement income to persons presently lacking this 
protection. 

Current work income and retirement income 

As indicated by the BLS statistics given below in table 1, cost of living has 
almost doubled since 1939. As shown by table 2, average wages and salaries 
have somewhat more than doubled. Expressed as dollar increase, industrial 
workers’ average pay is some $1,450 and teachers’ salaries some $1,570 above 1939. 
The great bulk of this increase manifestly is properly ascribed to the tendency of 
current wages to follow inflation. 

Living costs.—Since 1938, when the Internal Revenue Code was adopted, the 
economic situation of retired teachers, in common with many other retired persons 
who must live on fixed incomes, has progressively worsened. 

According to the BLS “Consumers’ Price Index for Moderate Income Families 
in Large Cities,” the annual average in living costs have been as follows: 
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TABLE 1 
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The current index is some 190% of the 1935-39 base. 








Industrial wages and teachers’ salaries.—Using the old-age and survivors 
insurance figures as indicating levels of industrial workers’ wages, and the Na- 
tional Education Association statistics for teachers, the following is the pay 
record since 1939: 
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The retirement income from old-age and survivors insurance of groups covered 
under that system was approximately doubled by Congress in the 1950 and 1952 
amendments to that act, in recognition of the inflation. 

The Senate Finance Committee report to the 1950 amendments stated: 

“A major change provided by the committee-approved bill is to establish a level 
of old-age and survivors insurance benefits which would be roughly double the 
amounts provided in the present Social Security Act * * *. 

“There are compelling social and economic reasons for liberalizing benefits for 
those now on the rolls.” 

There has been no corresponding doubling of retirement annuities such as 
teachers’ annuities. Teachers’ annuities, as indicated by table 3 below, have 
increased by only around a third, despite the inflation. Thus they are relatively 
smaller in terms of current purchasing power, and a smaller percentage of current 
pay than was the case in 1939. 










TABLE 3 


Average retirement annuity paid to public-school teachers in 18 States, 1930-40 
and 1951-52 
















Arithmetic mean of annuities paid, in current dollars $885. 50 $1, 193. 80 
Purchasing power of average annuity, in 1935-39 dollar 884. f 1 
Estimated amount of average annuity if it had kept pace with price rise 

between 1939-40 and 1951-52 1, 671. 82 














States included: Connecticut, Illinois, Louisiana, Maryland, Michigan, Montana, New 
Jersey, New York, Ohio, Pennsylvania, Utah, Vermont, and Washington Data obtained 
from the State retirement systems by the Research Division, National Education 
Association 

Consumer price indexes used 100.1 for 1989-40 and 188.8 for 1951-52; in both cases 
with the years 1935 to 1939 as 100 
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In dollars of current value the average annuity paid to public-school teachers 
increased only 34.8 percent between 1939-40 and 1951-52. During the same period 
the price index advanced 88.6 percent. 

In terms of dollars, the annuities have increased by some $300 per year, while 
current salaries have increased by some 5 times that amount and living costs have 

t 


almost doubled. Wage loss on retirement is currently almost double what it 
formerly was. 

In 1940 an average teacher under one of these retirement plans could look 
forward to retiring on somewhat more than half pay, tax-free. Today the 
average teacher upon retirement is receiving only one-third current average 
pay—and must pay income taxes 
Income-tar burden on retired without any special eremption 

The individual exemption in 1939 was $1,000; there was an “earned income” 
credit of 10 percent applicable to all incomes under $3,000, and the applicable 
tax rate was 4 percent An individual whose current income consisted of 
$1,800 per year by way of pension, at most paid a $20 or $25 tax. 

Today’s equivalent, according to BLS statistics, would be a retirement income 
of around $3,400. The recipient would pay a Federal income tax of around 
$370 ($500 if under 65), unless falling within one of the groups whose pensions 
are exempt or excluded from income taxes. 

Groups with special exemptions 

As previously indicated, the several groups with special untaxed retirement 
income are rapidly growing in size. The “insured” 65 and older under old- 
age and survivors insurance have grown from zero to over 4 million wage earn- 
ers, plus their wives and widows Recipients with special tax-free income, 
including recipients under OASI, railroad retirement, and veterans’ programs, 
currently number over 8 million. 

Their effective exemption—their untaxed retirement income above the pres- 
ent general floor—runs as high as $127.50 per month for an aged couple receiving 
OASI, somewhat higher for railroad retirement sole recipients, and over $100 
for some veterans. 


RECOMMENDATION O AN APPROPRIATE RETIREMENT INCOME TAX TREATMENT 


The present inflation situation described above affords a compelling basis for 
providing a general exclusion from taxes of retirement income of around $125 per 
month. But the fact that a tremendous and increasing number of the aged 
already have special exemptions or exclusions affords a reason for making this 
general exclusion a floor exclusion, designed to even up retirement income-tax 

tment. Accordingly it is recommended that the exemption be applicable only 
those lacking any special retirement income exclusion or exemption from tax 
and to those whose special exemption or exclusion is less than $125 per month, 
and that the general exclusion for this latter group be only such amount as will 
increase their total retirement-income exemption and tax exclusion to $125 per 
month. 
Conditions for retirement exemption 

The conditions for retirement exemption may be spelled out as follows: 

Current earnings.—In framing an appropriate floor of untaxed retirement 
income there must be some definition of retired. Obviously attaining a specific 
age like 65 does not necessarily mean retirement. Nearly 60 percent of indi- 
viduals who are working at age 65 are regularly working over the ensuing 5 
years. 

etired.—The bulk of those receiving tax-free OASI benefits must meet the 
OASI “earned income” test of retirement. In the case of self-employed, this test 
is $900 per year if the benefits are to be paid all 12 months. 

Partially retired.—The test also has a kind of “notch.” An individual with 
excess earned income of $75 over the $900 loses a month’s benefit ; $150, 2 months’ 
benefits, and so forth. Thus there is a twilight zone of “partial retirement.” 
Also if the individual is actually retired in any month, he receives a benefit for 
that month regardless of his work income for the year. 

It is recommended that treatment similar to the above treatment be applied 
for retirement income exclusion purposes. 
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Defining retirement income 

As previously mentioned, retirement income for exemption purposes in cur- 
rent hills has varied from a class legislation definition as narrow as retirement 
income paid by a public-school system, to a definition covering any annuity. 

Obviously the broadest definition—‘income received on retirement’—has much 
to recommend it. Practically all income from annuities, pensions, bonds, or 
investments in general has resulted in the recipient falling far short of his 
expected income. While current cost of living and earned income have spiraled, 


retirement income based on prior work and savings has lagged far behind 


Accordingly, it is recommended that “retirement income” he defined as in- 
cluding income from any source (including pensions, annuities, and invest- 
ments), excluding income from current earnings. 

Such a definition, of course, requires not only the “retirement” conditions above 
referred to, but also a condition that would exclude an individual who lives off 
his investments although not of retirement age. 

It is accordingly necessary to place some element of retirement age in the 
definition of retirement income. 

Age.—Under many retirement systems age is 65 years, but under others age is 
somewhat lower under certain condition This is notably trne in the case of 
long-service retirement in the case of teachers, policemen, firemen, and so forth. 

Accordingly it is recommended that the age condition be stated as follows: 

(1) Has attained age 65, or 
(2) has been retired by his employer before 65 on a pension or annuity. 

The above, coupled with the earnings test for actual retirement, would seem 

to effectively limit the general exemption to persons who are genuinely retired. 


SUMMARY OF RECOMMENDATIONS 


The foregoing recommendations may be summarized as follows: A retirement 
floor of $1,500 should be provided as an exclusion from gross income in the case 
of all taxpayers who are (a) age 65 or over, or (D) under age 65 but retired on 
a pension or annuity from the employer or a governmental unit, with the further 
provision that such person’s retirement exemption or exclusion should be reduced 
in a manner similar to the OASI reduction applicable to self-employed, the first 
$900 of earned income being permitted without reduction of the tax-free retire- 
ment income 


COMMENTS ON COSTS AND EFFECTS OF THE PROPOSAT 


With the minor exception of a relatively small number retired before 65, the 


proposal for excluding retirement income up to a total of $125 per month would 
apply only to individuals 65 and older who are retired and are receiving retire 
ment income. 


There are some 18.5 million persons 65 and older. Of these, some one-third are 
substantially employed and probably 8 million are earning $100 per month or 
more. These would not qualify for an exclusion of retirement income 

Of the remaining 10.5 million, 2.5 million are receiving old-age assistance, and 
it may be assumed that they are not presently subject to income taxes 

Of the 8 million neither substantially employed nor receiving old-age assistance, 
about half are receiving OASI, railroad retirement, or veterans’ benefits, or a 
combination of these benefits, which are already tax-free. Thus the proposal 
for $125 tax-free retirement income would affect the taxes of a relatively small 
number. Their benefits under the above retirement systems would count toward 
the proposed exclusion of $125 per month in retirement income; accordingly 
some already have their $125 or more in tax-free income, and this would not be 
increased by the proposal. 

Unless the particular individual has less than $125 per month already tax- 
free, by way of OASI, railroad retirement, or veterans’ benefits, and also addi- 
tional income from other sources substantially in excess of $100 per month, 
he is not taxable under existing law. Obviously, there are not a great many 
individuals in this situation. Furthermore, even for these relatively few Cases, 
the maximum tax-free retirement income under the proposal would be $125 less 
his monthly railroad retirement, OASI, or veterans’ benefit. 

Of the some 4 million remaining aged who are not engaged in snbstantial work, 
only those with income substntially in excess of their $1,200 deduction, if single, 
and $1,800 or $2,400 deduction, if married, pay income taxes under existing law. 
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Since this group does not include anyone with income from current earnings 
of $100 per month, there is obviously only a very limited group with total income 
so substantial as to be taxable. Even if a million aged were to fall in this group 
and exclusion of their retirement income up to $125 per month resulted in an 
average tax reduction of $100, the overall loss in revenue would be $100 million. 
It seems unlikely that actual revenue loss would be half this figure. 

The tax equalization proposal for retirement income is modest indeed in com- 
parison with the billions in tax-free benefits paid the millions receiving old-age 
and survivors insurance, old-age assistance, railroad retirement, and veterans’ 
benefits. The proposal is only a modest recognition of the situation of the aged 
whose retirement income is the result of their hard work and thrift and is not 
tax-free, like the tax-free benefits received under railroad retirement, veterans’ 
laws, and old-age and survivors insurance. 

The proposal does not create any special tax treatment of any special class, 
Instead, it is merely an equitable tax adjustment in favor of aged individuals 
who are presently taxed on their retirement income, reducing the disparity in 
their treatment and the treatment of several million aged who have tax-free 
retirement incomes by virtue of rulings or special exemption. 

Mr. Wyartr. I am sure that Mr. Calhoun will be happy to reply to 
any questions on the subject of the bill, or to outline the aspects of 
the bill, if you would like to have him do that. 

Mr. Chairman, I do want to thank you and the members of the 
committee for this opportunity to present our case. 

The Carman. We appreciate your appearance, Mr. Wyatt, and 
the information ne you have given the committee. 

I would like to ask Mr. Calhoun a question. 

Does H. R. 5180 differ in principle from the other bills exempting 
retirement income? 

Mr. Catuoun. I think that it differs in one very important resnect, 
Mr rae So far as I] remembe Tr, today all pending bills, except H. R. 
5180, carve out a certair n type of retirement Income. 

For example, I think that some of them apply only to teacher-retire- 
ment income; that is, income under teacher-retirement plans. Some 
of them apply only to retirement income of public employees under 
private plans 

This particular legislation, however, applies to a retirement income 
very broadly defined, and by “broadly defined” I mean that it in- 
cludes practically every kind of income you receive e xcept from cur- 
rent earnings, w ith one exc eption: it does not change existing law at 
all with respect to disability payments like workmen’s compensation 
and payments like that. But it would apply, for example, if a wid- 
ow’s husband left her a few investments like rental houses. It would 
apply to her just to the same extent that it would apply to a Member 
of Congress, or to a public employee, or an employee under a private 
retirement system, or anyone else who is, in fact, retired and who is 
receiving retirement income, whether from an individually retired 
retirement, or a collectively retired retirement. 

The Crarrman. They would get the exemption regardless of what 
their other income might be? 

Mr. Catnoun. They would get their exemption in the case they 
were retired, but the ceiling on their exemption would be $125 per 
month. Whether they would get 12 times that for a year’s exemption, 
or whether they would get 6 times that, would depend on when they 
were retired in the year, but it would apply equally to all kinds of 
retirement income. 
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There is this important point: Under existing regulations, and I 
believe under specific provisions in the case of railroad retirement, a 
substantial amount of income is already e xempt, 

For example, between $2 billion and $3 billion paid out this year 
in OASI will all be exempt income so far as the recipient is concerned. 
Now, an individual gets, say, a $85 OASI bene fit and a benefit under 
a private pension plan, could have in combination this ceiling amount 
of $125. It would not go over the ceiling and his old-age and sur- 
vivors insurance would be charged against that ceiling, or his railroad 
retirement would be charged against it. 

As a matter of fact, any pension that a person would get, except 
service-connected disability, would be counted in computing whether 
or not he had reached his ceiling. So that would mean not only re 
moving much of the disparity in present tax treatment; it would mean 
giving some relief to some of these people that are retired with little 
or no exempt income under private plan, or who retired for other 
reasons not under plan and have a rather limited amount of retirement 
income. 

The Cuarrman. I can see where the retired teachers who have given 
their lives to building a better America through their teaching in the 
direction of molding the character of the children that come under 
their supervision would have a great struggle to get along solely on 
their retirement income. They are also taxed with all of the excise 
taxes and things of that kind which in some instances are almost as 
great as they pay through income taxes, 

What percentage of the teachers now retired are 65 years of age? 

Mr. Catnoun. I am very poor on statistics, 

Mr. Wyarr. Your question is, what percentage of the retired teach- 

: would be over 65 years of age? 

The Cnarrman. At the present time. 

Mr. Wyatr. Well, I do not have the data with me but I am sure that 
it would be a very large percentage. 

The ¢ ‘HAIRMAN. Of course, one of the factors that entered into Con- 
gress’ reasoning was that the double exemption granted to people over 
65 years of age must have relieved a great many of their difficulties on 
the income-tax proposition. 

Another question that I would like to ask Mr. Calhoun is: If this 
measure is adopted, what will be its long-run effect on the revenues? 

Mr. Catnowun. I would say, Mr. Reed, that the long-run effect— 
without applying exactly the immediate effect—would be of decreas- 
ing importance, because under existing law and existing regulations 
our old-age and survivors insurance—which at the present time, as I 
mentioned, is paying out between $2 billion and $3 billion to around 
4 million aged—is voing to doub le inarels itively short time. The pe O- 
ple who will not be receiving old-age and survivors insurance, or civil- 
service retirement and who are past 65 years of age, will be a decreas- 
ing percentage in the future, and will be a decreasing number and will 
be automatically having this exemption of some of their retirement 
income. 

In case this expansion of coverage, which was provided for in the 
bill you recently introduced, is adopted, it will greatly accelerate that. 
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As a matter of fact, with that expanded coverage, you will have in 
a few years a very large faction of your people automatically receiving 
OASTe xemptions. But, you see, the OASI tax treatment at the pres- 
ent time is very rough. The larger the OASI benefits, the larger 
your eXemptions, so a person with $150 a month will pay no taxes if 
his OASI benefits amount to any substantial part of it. But if it is 
all from his own savings, he will pay some taxes. 

The Cuamaran. Would prospective changes in social security dis- 
pense with the need for H. R. 51804 

Mr. Catnoun. I would not think so. H. R. 5180 is essentially for 
the people who are not already provided exemptions, and a great many 
of the present aged are going to lack any exempt ineome. Their in- 
come will all be taxable, and as far as they are concerned, while it is 
of diminishing importance in the future, it is of immediate importance 
to a good many aged. 

The CuarrMan, I notice that there is a great deal of statistical in- 
formation in your statement, Mr. Wyatt, which will be of great value 
to the committee. It has been made a part of the record, 

Mr. Wyarr. Yes. 

Mr. Catnoun. Mr. Reed, I have a rather brief technical analysis of 
the bill. I would be glad to insert that in the record. It is about as 
short as it can be written. 

The Cuamman. Do you wish to read it? 

Mr. Cation, It wil take avout 5 uunutes to read this technical 
part. 

The Cuatrrman. You may proceed to read it to the committee. 

Mr. CaLuoun (reading) : 


PURPOSE 


Of the population 65 and older, roughly one-third are supported by current 
earnings rather than retirement income. About one-fifth are on public assistance 
and presumibly have no income taxes. Thus we are talking about less than half 
the aged population when we are discussing the proposal for exemption of retire- 
menl come. 

Somewhat over half these remaining ag:d are receiving OASI or railroad retire- 
ment income, which is exempt In addition, many are receiving veterans bene- 
fits such as Spanish-American War pensions, likewise exempt 

Phere is no limit set on the amount of the retirement income under railroad 
retirement, OASI, or certain veterans pensions which is exempt. The more you 
get, the larger your exemption. 

Other aged have no retirement income exemption 

Thus under existing law there is no consisteney in the income-tax treatment 
of retirement income. 

It is the purpose of H. R. 5180 to provide a floor exemption of retirement in- 

The bill sets this floor amount at $125 per month. 

Of the over 4 million aged who ure receiving some exempt income, a fraction 
are already receiving $125 per month or more in exempt retirement income. They 
would not be affected by H. R. 5180. They already have the $125 floor. 

the great bulk of those receiving seme exempt retirement income receive less 
than $125 per month. H.R. 5180 would provide them a retirement income exemp- 
tion, in ludit ig their presently exempt retirement income, of $125 per month. 

H. R. 5180 would p de ug d presentiv lacking any retirement income with 
$125 per month retirement income exemption, 

Technically, the bill adds an additional item. “(17) Retirement income,” to 
the 16 other items presently excluded from gross income for income-tax purposes 
under section 22 (b) of the Internal Revenue Code 

It excindes, for income-tax purposes, retirement income received by a retired 
individual, in any tax year, “(including * * * any retirement income otherwise 
excluded from gross income or exempt from taxes imposed by this chapter), but 





GENERAL REVENUE REVISION 1937 


not in excess of the product of $125 multiplied by the number of the taxpayer’s 
months of retirement in such year.” 

The remainder of the bill consists of definitions—(A) retirement income, (B) 
retired individual, (C) work income, and (D) months of retirement. 

The last paragraph of the bill, (D), states specifically that the proposed legisla- 
tion does not apply to persons who, under other laws or rulings, have exempt 
or excluded retirement income equal to or in excess of the $125 floor provided 
by the bill. 

Retirement income is defined to include income derived from interest, rent, 
dividends, the taxable income from annuities (part of purchased annuities is a 
return of capital), and also includes all kinds of pensions, except disability com 
pensation, whether the payor is the United States or State or local government 
or a private person or organiaztion. 

It will be noted that this extremely broad term, “retirement income,” applies 
tu practically all kinds of income except current earnings—income as divergent 
as the rent received by a widow or the civil-service retirement income received 
by an ex-civil-service employee, Member of Congress, fireman or policeman, or 
received under a private pension plan. 

gut the term is further limited in two ways: (1) in the amount exempt, $125 
per month, and (2) by the requirement that the recipient must be a retired in- 
dividual as defined in paragraph (B). 

To qualify as a retired individual under paragraph (B), an individual must be 
65, or if younger, must have been retired on a retirement pension under a retire 
ment plan. In addition, he must be retired in the sense of not currently enjoying 
a substantial amount of work income. 

Paragraph (c) defines work income broadly to include income from all kinds 
of gainful activities engaged in as an employee or as a business or profession. 

As above indicated, an individual is not considered retired during a period 
when his work income is substantial. Paragraph (1D) of the bill defines retire- 
ment periods, during which retirement income is exempt up to $125 per month. 

Paragraph (D) deals with two periods months and tax years. In dealing 
with months the paragraph provides that if the individual has no work income 
for a particular month, or has income which does not exceed $75, determined 
pursuant to Internal Revenue regulations, he has a “month of retirement.” Thus, 
regardless of income for the year, an individual retired during a year can qualify 
for the exemption of $125 per month for the remaining months. 

In dealing with the year, the paragraph provides an alternative to the actual 
months of retirement just described, where the individual's work income for the 
year is less than $1,725. The $1,725 figure is a result of the approach of the 
year-period provision as an equitable alternative to the “month of retirement” 
test. As previously mentioned, an individual can have $75 per month work 
income, less a penny. This means that he can have 12 months, or a complete 
year of exempt retirement income, though he earns around $900 for the year. 
He can have 11 months’ retirement income exemption during the year even though 
in 1 month he earned substantially in excess of $75. 

An individual may have opportunities to earn, say, $895 in a year. This 
might be, for example, for 5 months’ work paying around $180 per month, or 
for 12 months’ work paying just under $75 per month. In either event, his 
work income, for the year is around $900, and it should make no difference income- 
tax-wise, whether his $895 earnings were at a relatively high rate but only for 
part of the year, or at a relatively low rate spread throughout the year. Asa 
matter of fact, in the case of self-employment it is frequently almost impossible 
to attribute specific portions of the year’s earnings to specific months 

The year approach in paragraph (D) is that up to a total of $900 work income 
for a year is disregarded, and the individual is deemed to have 12 months of 
retirement. 

For each $75 above this $900 his exemption, if calculated on the year’s basis, 
is reduced by 1 month’s exemption, that is, $125. Thus if his year’s work income 
is $1,725—that is, $900 plus 12*$75—he does not have any retirement-income 
exemption under the year test for the year. He may, however, under the month 
test, get a retirement-income exemption for a month or months when his actual 
work income is less than $75. 


In some way we took, with some variations, the employment and 
self-employment provisions of the OAST retirement provisions, ex- 
cept for two things: 
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First, we cut what we thought was a more equitable notch. Another 
thing, we lump all income, whether earned as an employee or not, 
and put it into one pot. Third, the taxpayer could take whichever 
treatment was more favorable. That gets away from some of the 
worst anomalies that you find today in the definition of retirement 
under OASI. We feel that is an equitable method of measuring quasi- 
retirement and using an equitable adjustment with a less retirement 
exemption for those in quasi-retirement than you would have for 
full retirement. 

Mr. Simpson. I am interested in the matter of qualifications. 
Quite possibly you covered it, but specifically I would like to know 
this: Must an individual, to benefit under this bill, have belonged to 
an accepted retirement plan of some kind ? 

Mr. CatHoun. No, sir. The only time any reference is made to 
receiving retirement under a retirement plan is in the case where re- 
tirement is below 65 years of age. The normal condition is that you 
must be 65 and have months of retirement-—— 

Mr. Srupson. With disability. 

Mr. CaLyoun, But under age 65 it would take care of the very 
typical situation where there is early retirement for disability, or 
occasionally, as in the case of teachers, there is a retirement age of 62 
for those who have been teaching for 40 or 45 years. 

Mr. Srmpson. In other words, instead of making an approach based 
solely upon the profession of teaching school, you have greatly broad- 
ened the purpose of this bill? 

Mr. Catnoun. Yes. 

From the viewpoint of retirement exemption, the philosophy of 
this bill is that if anybody’s retirement income deserves exemption, 
everybody with similar retirement income deserves exemption. 

Mr. Simpson. I think that is a meritorious approach. Putting it 
in other words, would that cover the individual who retires at age 65 
whose only income might be from an insurance annuity ¢ 

Mr. Catnoun. Yes. 

Mr. Stupson. Privately purchased ? 

Mr. Catnoun. Yes. 

Mr. Stmpson. Or from incomes of rent and so on ? 

Mr. Catnoun. That is correct. 

Mr. Stmpson. I compliment you on that. 

Dollarwise, what would this mean at existing rates to an individual 
retired ? 

Mr. Catnoun. It would, of course, depend on his aggregate income 
level. 

Mr. Srmpson. Take the instance where the individual has nothing 
but the retirement. 

Mr. Catuoun. Well, if he has nothing except the retirement in- 
come, as I remember, your first taxable dollar is in the neighborhood 
of $1,500 before you tax, if he is over 65 years of age. 

Mr. Simpson. Does it follow from that the average being around 
$1.000, it would mean nothing to that individual ? 

Mr. Catnoun. No. You have this situation quite frequently, Mr. 
Simpson: You have a great many people whose retirement income, 
in the sense of all the income they may have, will be from a formal 
retirement plan. You may find that limited to $1,000, but you find 
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quite typically that through a combination of other investments, and 
ocacsional work, they do bring their income up into the taxable area 
If they do not, they are in a pretty tough position. 

Mr. Stmpson. I understand. The other gentleman mentioned the 
fact that the average annual retirement allowance for teachers in 1952 
was a little over $1,000. 

Mr. Catnoun. That is correct. 

Mr. Simpson, Now, in that instance, with no other income, this bill 
would mean nothing. 

Mr. Ca.noun. That is quite correct. 

Mr. Srmpson. On the other hand, where there is a combination of 
income, or where the retirement is over that, it can mean a savings ? 

Mr. Catnoun. That is correct. 

On page 4 of the memorandum that was attached to the statement 
that you have just heard, you will see a schedule of total income of 
retired persons and the tax, when all the income is taxable, and those 
are individuals with no dependents and with an income of $5,000 or 
less, who would elect to use the short-form return. So that gives you 
a general idea. 

Mr. Simpson. This is exactly the information that I wanted. Thank 
you very much. 

* The Cuamman. We thank you very much for your presentation and 
this technical statement that will be inserted in the record. 

The next witness is Mr. Ward Ashman, School Employees Retire- 
ment Systems of Ohio, Columbus, Ohio. 


STATEMENT OF WARD ASHMAN, SCHOOL EMPLOYEES RETIREMENT 
SYSTEMS OF OHIO, COLUMBUS, OHIO 








Mr. Asuman. My name is Ward Ashman. I am the executive sec- 
retary of the School Employees Retirement Systems of the State of 
Ohio. I am also the national legislative chairman of the National 
Conference on Public Employe Retirement Systems. 

That group is made up of about 200,000 or more organizations com- 
posed of public employees throughout the United States, and I would 
like to have the right, if we can, to give you the membership of that 
group as a part of our presentation. 

The CHatrMan. Without objection, it is so ordered. 

(The ee list referred to was filed with the committee.) 

Mr. AsHMAN. Gentlemen, the National Conference on Public Em- 
ployee ‘Retirement Systems, representing over a million and a half 
public employees including municipal, county, State, and Federal 
employees, school employees, firemen, and policemen, have urged the 
exemption from Federal income taxation of retirement income of 
public employees and their dependent survivors for many reasons. 

First, retirement income is static. Retirement incomes have re- 
mained fixed and inflexible, unable to adjust to fluctuating wages and 
steady increases in the overall cost of living. 

Second, inflation. In the last 15 years, living costs and current 
earnings have doubled with but only a compar: atively small increase 
in retirement income. In fact, while the amount of income in dollars 
has slightly increased, there has been a sharp decrease in the pur- 
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chasing power which was anticipated when the individual’s retire- 
ment-income program was planned. In 1940, an average public em- 
ployee, under one of the many public employee retirement plans, could 
look forward to retiring on somewhat more than half pay—tax free. 
Today, the average public employee upon retirement is receiving 
only one-third current average pay, and in addition must pay in- 
come tax. This makes a reasonable standard of living difficult to 
maintain. 

Third, rising taxes. When originally planned, modest nemaesenans 
incomes were rarely subject to income taxes, but in recent years have 
been increasingly subject to Federal taxation in particular. In 1939, 
an individual whose current retirement income consisted of $ $1,800 
per year, at most paid a $20 or $25 tax. According to Bureau of 
Labor Statistics, today’s equivalent would be a retirement income of 
around $3,400, ot which the recipient would pay a Federal income 
tax of approximately $370, or $500 if under age 65, unless falling 
within one of the groups whose pensions are exempt or excluded from 
income taxes. 

Fourth, discriminatory exemption legislation. The national con- 
ference favors the adoption of legislation which will relieve retired 
public servants from the burden of income taxation not equitably 
borne by all retired persons in the body polit ic. 

In 1938, it made little or no difference whether or not the indi- 
vidual with a modest pension or retirement benefit had, or did not 
have, his income exempt or excluded from taxes. At that time he 
paid little or no Federal income tax. Today, an individual who 
has an exempt or exc ‘luded pension as part of his income, fares quite 
differently than an individual who has no such exemption or exclusion. 

According to recent estim: ites, old-age and survivors insurance, rail- 
road retirement, and veterans’ programs have an aggregate of some 
8.8 million beneficiaries, the bulk of which are age 65 and older. The 
benefits under each system are nontaxable. There are some 214 mil- 
lion on old-age assistance. These benefits are not taxable. The old- 

age and survivors insurance, railroad retirement, and veterans’ pro- 
erams are scheduled to grow substantially over the years. The time 
is very near when a majority of the aged, under existing law, w.1l 
have a special retirement income exemption or exclusion. There 
is obviously a tremendous tax discrimination between the retired 
person without special nontaxed income and the retired person with 
special nontaxed income. 

For these reasons, we favor the passage of H. R. 5180 as a tax- 
equalization proposal for retirement income, which is modest indeed 
in comparison with the billions in tax-free benefits paid the millions 
receiving old age and survivors insurance, old-age assistance, rail- 
road retirement, and veterans’ benefits. The proposal is only a mod- 
est recognition of the situation of the aged whose retirement income 
is a result of their hard work and thrift, and is not tax-free like the 
tax-free benefits received under railroad retirement veterans’ laws, 
and old-age and survivors insurance. 

H. R. 5180 does not create any special tax treatment of any special 
class, but is merely an equitable tax adjustment in favor of aged 
indiv iduals who are presently taxed on their retirement income, reduc- 
ing the disparity in their treatment and the treatment of several 
million aged who have tax-free retirement incomes by virtue of rulings 
rr special exemption. 
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We ask, therefore, that you support H. R. 5180, which would 
eliminate much of the present income-tax disparity in treatment of 
various classes of retired individuals. 

The Cuatrman. We thank you very much for your fine presenta- 
tion. 

The next witness is Miss Ethel Perey Andrus, president of the Na- 
tional Retired Teachers Association, Glendale, Calif. 

We are very glad to see you, Miss Andrus. You have come a long 
way to testify on this important subject. 


STATEMENT OF MISS ETHEL PERCY ANDRUS, PRESIDENT, NA- 
TIONAL RETIRED TEACHERS ASSOCIATION, GLENDALE, CALIF. 





Miss Anprvus. It is an honor to be here. 
The National Retired Teachers Association, which I proudly rep- 
resent, is a department of the National Education Association, differ- 
ing from it in size, and in the age and status of its membership. The 
NEA is the teacher group in active service; the NRTA is the teacher 
group in retired status. But both groups are teachers for teaching is 
not just a way to make a livelihood. The livelihood is incidental. 
Teaching is a vocation as sacred as the priesthood, as inescapable as 
desire, as compelling as genius. 

In retirement status, the senior-citizen teacher teaches still. He 
demonstrates by his own living that the aged can be serene of spirit, 
stout of heart, eager to work and to help. He can grow and learn and 
want to know. He can be—and is—purposely and constructively ac- 
tive in community service. 

These are our self-imposed responsibilities. They are largely w aD 
in our own powers, but beyond our control are the foundational { 
tors, the economic status. Dignity, we have learned, cannot be sus 
tained without economic self-respect. Perhaps the most obvious 
stress situation felt by members of this group today develops in rela- 
tion to lessened economic security. This may automatically result in 
the loss of social prestige and status as well. 

Physic ally the group has profited by the greater gener: al attention 
to diet and better hygienic conditions. It has raised its life expect 
ancy by being protected from infections and guarded by more efli 
cient and regular and thorough medical examinations. As a result, 
the increased number of older people increases their economic 
tensions. 

In general, the group I represent has been poorly paid. In most 
communities, rural or semirural, there was little chance for improv 
ment on wages. The school schedule seemed to consist of only 5 hours 

a di Ly and 5 daysa week was considered a priv ilege in areas where men 
and women worked from sunup to sundown. Long hours, in the over 
time of the teacher’s work, have never been financially recognized. 
The teacher had to find his own rewards for the services which are 
hard to evaluate, since they are so deeply concerned with the intangi- 
bles of life. For that—and that is what good teaching is—there was 
no provision in wages. Their chances of saving were proportior 
ately meager, and any procedure, legal or otherwise, which destroys 
their margin of economic safety must be carefully and critically 
scrutinized. 


































1942 GENERAL REVENUE REVISION 





The average retirement salary of the American teacher allows lit- 
tle more than meeting daily needs for sustenance and care. It does 
not provide for that equally insistent need of the individual for recog- 
nit ion of spiritual free dom and respect, which mere sustenance denies 

im. Yet it is this group that very largely has held itself as guard- 
ians of the traditions and the heritage of these practical ideals we call 

merica, cherishing them and sharing them with each oncoming 
group of youth. For are not the teachers and the public schools 
America’s unique contributions to the world of today? Can we think 
of America without the one or the other ? 

Between the Junes of 1940 and 1952, in dollars of current value, 
the average teacher’s annuity increased a little over 35 percent, but 
the price index for that same period had advanced nearly 89 percent. 

In 1940 an average teacher could look forward to retiring on some- 
what more than half pay, tax free. Today, the average teacher upon 
retirement is receiving only one-third of the current average pay and 
must pay income taxes. 

The individual exemption in 1939-40 was $1,000. There was an 
earned income credit of 10 percent which could be applied to all in- 
comes under $3,000, and the tax rate was 4 percent. A retired teacher 
with a current income of $1,800 by way of pension paid at most $20 
to $25. 

Today’s equivalent of that $1,800 retirement income according to 
BLS would be a retirement income around $3,400. The teacher-re- 
cipient would pay upon that a Federal income tax around $370, $500 
if under 65 years of age. This payment would be required of the 
teacher because the teacher does not belong to a group which had 
been granted special tax exemptions. 

Today, hundreds of men and women—teachers in retired status— 
are finding that with strict economy they can just get by upon their 
combined savings and retirement income. With increasing age the 
imperative need of care and the high incidence of illness with attend- 
ant costs of medical service and hospitalization make further drains. 
Then when the time arrives that they must pay their full 22.2 percent 
of income tax, they often find no margin out of which to squeeze that 
amount, and when it is paid—because it must be paid—there is nothing 
left for 6 weeks or therabouts for living expenses. Since maintenance 
and food costs must also be paid, the only rec ourse is to dip into the 
rainy-day reserves, so cutting down the next year’s income, and year 
by year thinning out the financial cushion that sacrifice and work 
and thrift had built for later-day comfort. Some are viewing with 
hopeless dismay the gulf narrowing between the dignity of self- 
respecting support and the shock of acknowledged indigence. 

The National Retired Teachers Association, as a matter of princi- 
ple, officially takes the following actions: 

The NRTA recognizes and deprecates discriminations and in- 
seiialan in Federal income-tax treatment. 

2. The NRTA realizes the fact that the present tax-exemption situ- 
ation was not created intentionally. 

The NRTA appreciates the fact that the Ways and Means Com- 
mittee did not write the special tax exemption in the Railroad Retire- 
ment Act, which was acted on by other committees; and further, that 
they did not make the rulings in the old-age and survivors’ insurance, 
the veterans’ pensions, and public-assistance cases. 
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The NRTA prefers to recommend general legislation to narrow 
legislation—that is, it prefers the approach of bringing up the retire- 
ment-income treatment of all retired persons to a reasonable level, 
rather than the approach of creating additional classes with special 
retirement income which is nontaxable. 

The NRTA advocates the amendment of Federal tax laws so as 
to permit up to a total of $1,500 of retirement income of all retired 
persons to be exempt from the Federal income tax, in addition to 
individual exemptions. It accepts the current social-security limita- 
tions on tax-free income from employment. 

Our plan, in other words, is designed to put tax treatment of pen- 

sions for all people on the same le vel and to demand no special favor 
for any particular group, Our proposal provides $1,500 as a floor, 
beneath which retirement income shall not be taxed, and accepts the 
current social-security limitations on tax-free income from employ- 
ment. The adoption of such a measure would, we believe, remove the 
present inequities in the structure of our tax-and-retirement system. 

We of the National Retired Teachers Association have come to you 
with our problem and our proposal for its solution. We commend it 
to each of you, many of whom I know are eager to find a solution to 
this problem of pension taxation. We ask you to accept it for study 
and we hope for inclusion in the deve lopment of the permanent basis 
of taxation you are planning to build for our Nation’s future. 

I thank you for the privilege of bringing to you this proposal of the 
National Retired Teachers Association. 

‘The Cuarmman. We thank youxery much for your appearance here, 
Miss Andrus, and the information you have given us. It will be very 
helpful in our consideration of the matter. 

Mr. Kine. Mr. Chairman, I would like to commend Miss Andrus 
for what I consider to be a good, concise, and fine statement. 

I might call attention again to you, Mr. Chairman, that this is an- 
other California organization that has pioneered in this field. 

The Cuarrman. Thank you very much. 

The next witness is Mr. John A. Wood, National Council on Teacher 
Retirement. 

If you will give your name and the capacity in which you appear, 
we will be gl: ad to hear you. 


STATEMENT OF JOHN A. WOOD III, SECRETARY, NATIONAL COUN- 
CIL ON TEACHER RETIREMENT, NATIONAL EDUCATION ASSO- 
CIATION 


Mr. Woop. I am John A. Wood, secretary of the Teachers’ Pen- 
sion Fund in New Jersey. 

I would like to read a statement that was prepared by the research 
division of NEA for the National Council on Teacher Retirement, of 
which I am secretary. 

The CuarrmMan. You may proceed. 

Mr. Woop. The National Council on Teacher Retirement of the 
NEA is an organization composed of State and local retirement sys- 
tems to which public-school teachers belong, represented by the officers 
of the member systems. The council membership includes 52 State 
and local retirement systems. Its constitutional purpose is to safe- 
guard and strengthen retirement systems and to disseminate informa- 
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tion on current trends and proposed legislation. In the practical 
application of these objectives the council has always considered the 
welfare of the teachers its member systems serve. It is in this con- 
nection that the council has sent me to represent it before your 
committee. 

In 1940, at the annual meeting of the council, a general discussion 
was held on the Federal income tax situation as it applied to income 
of retired teachers. The outcome of that discussion was a resolution 
instructing the legislative committee of the council to study the matter 
and act as a clearinghouse to which the council members could send 
information, and from which they could obtain official rulings on the 
subject. It was planned to give further attention to the question 
during the annual meeting the following year. 

In 1941, the council’s program included a presentation of the Fed- 
eral income taxation of teachers’ retirement income by Timothy C. 
Mooney, then Deputy Commissioner of the Bureau of Internal Rev- 
enue. The paper with its subsequent discussion was concerned pri- 
marily with the application of the so-called 3-percent rule and other 
current phases of the problem. In the annual meeting of 1944, the 
direction of the discussion turned to the extremely onerous burden 
suffered by retired teachers in paying Federal income tax on a retire- 
ment income planned when teachers were not subject to such a tax. 
At this 1944 meeting, the following resolution was adopted: 

That the Federal income-tax law be amended, first, to exempt from Federal 
taxation the retirement allowances of all persons who are or may be retired 
under local and State retirement systems, as is done in the case of certain other 
retirement systems, * * * 


The reference in this resolution to “other retirement systems” is, 


of course, to the railroad-retirement beneficiaries, social-security re- 
cipients, pensioners of the Carnegie Foundation for the Advancement 
of Teaching, and benefits paid through certain labor unions. 

Section 12 of the Railroad Retirement Act exempts annuities paid 
under it. It was within the power of Congress in exercising its author- 
ity over interstate commerce to curtail the revenue to be received 
through the exercise of another of its powers—the taxing power. 

Old-age and survivors insurance benefits are exempt from the Fed- 
eral income tax by reason of a Treasury Department regulation in 
which these benefits were stated to be nontaxable because no relation 
exists between the amount the worker contributes and the amount of 
his benefits. Social-security taxes on wages are not “consideration 
paid for” the annuity. 

Pensions paid through the Carnegie Foundation for the Advance- 
ment of Teaching to certain university professors are nontaxable 
because these annuities are classified as gifts. From its establishment 
in 1905 to June 30, 1952, the Carnegie Foundation paid out over $60 
million in free nontaxable retiring allowances, disability allowances, 
and widows’ pensions to 5,048 persons. On June 30, 1952, 2,089 per- 
sons were being paid free Carnegie pensions and 348 persons still in 
active service have expectations of future placement on this list. Less 
than 5,000 university professors is a small group, but consider the 
discrimination in their favor when their tax duty is compared with the 
many thousands of other university professors whose retirement in- 
come is not tax free. 
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Benefits from a labor union are ordinarily taxable under the 3-per- 
cent rule, just as are teachers’ retirement allowances, but there is at 
least one exception. The International Typographical Union secured 
from the Commissioner of Internal Revenue a ruling exempting its 
benefits from taxation. This ruling reads as follows: 

It is the opinion of this Bureau that any benefit payments made from the 
fund to a member meeting the established requirements for participation therein 
are in the nature of gifts or gratuities rather than pensions, and as such are not 
required to be included in gross income for Federal income-tax purposes, 

These exceptions to the taxation of the citizenry in general, toget] 
with the increasing tax rates applicable to those who have not Neen 
so favored, have added to the difliculties retired teachers have met in 
attempting to live on the devalued dollar. Many Members of Congress 
have sponsored legislation to cure the inequities, the first being S. 203 
introduced on January 8, 1941, by Senator Davis of Pennsylvania. 
Since 1944, many such bills have been referred to the Ways and Means 
Committee in the House. Some of these bills would have applied to 
retired Federal employees only, others to some but not all retired State 
and/or local employees, still others to all retired Federal, State, es 
local employees. A few included persons retired from a public 
private agency. Congressmen and taxpayers who have been adie 
ested in these proposals at various times have received from the Joint 
Committee on Internal Revenue Taxation memorandums indicating 
that the proposals could not be considered favorably because each 
purported to be class legislation—however broad or narrow the class 
might have been. 

During all these years the National Council on Teacher Retirement 
has done three things in support of tax exemption for retired teachers: 
(a) It has adopted each year in its annual meeting a resolution in 
favor of an exemption from Federal income taxation for retired 
teachers “equal to that of any other group”; (6) it has joined with 
other groups in an attempt to find a solution that could not be con- 
sidered class legislation: and (¢) it has collected statistics on the 
retirement income of retired teachers and the tax burden thereon. 

The first item speaks for itself. Participation of the council with 
other interested groups is evidenced by my appearance today with 
representatives of these other national organizations. With respect 
to the statistics collected for the council by the NEA research div ision, 
I shall refer only to the most recent survey. 

In the spring of 1953, the following information was collected from 
32 States: Over 57,000 of the estimated total of 100,000 retired teach- 
ers paid no tax in 1952. Their retirement income was too low or 
their deductions were too high to bring them into taxable income 
brackets. However, the average tax paid in 1952 was $114.38. Since 
the average retirement allowance that vear was $1,023.15, the com- 
mittee may readily see that payment of $114.38 to the Federal Gov- 
ernment constituted a severe hardship. About half the retired 
teachers were over 65 in 1952—that is a very modest figure; I over- 
heard you ask Dr. Wyatt about what proportion were over 65, and 
the table which is at the end of this statement indicates about three- 
quarters of the retired teachers are over age 65—and thus were entitled 
to the double exemption, but, even so, this group was required to pay 
$82 tax on the average. Fifteen percent of all the retired teachers 
had retired since 1949 and in 1952 were presumably still benefiting 
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tion on current trends and proposed legislation. In the practical 
application of these objectives the council has always considered the 
welfare of the teachers its member systems serve. It is in this con- 
nection that the council has sent me to represent it before your 
committee. 

In 1940, at the annual meeting of the council, a general discussion 
was held on the Federal income tax situation as it applied to income 
of retired teachers. The outcome of that discussion was a resolution 
instructing the legislative committee of the council to study the matter 
and act as a clearinghouse to which the council members could send 
information, and from which they could obtain official rulings on the 
subject. It was planned to give further attention to the question 
during the annual meeting the following year. 

In 1941, the council’s program included a presentation of the Fed- 
eral income taxation of teachers’ retirement income by Timothy C. 
Mooney, then Deputy Commissioner of the Bureau of Internal Rev- 
enue. The paper with its subsequent discussion was concerned pri- 
marily with the application of the so-called 3-percent rule and other 
current phases of the problem. In the annual meeting of 1944, the 
direction of the discussion turned to the extremely onerous burden 
suffered by retired teachers in paying Federal income tax on a retire- 
ment income planned when teachers were not subject to such a tax. 
At this 1944 meeting, the following resolution was adopted: 

That the Federal income-tax law be amended, first, to exempt from Federal 
taxation the retirement allowances of all persons who are or may be retired 
under local and State retirement systems, as is done in the case of certain other 
retirement systems, * * * 

The reference in this resolution to “other retirement systems” is, 
of course, to the railroad-retirement beneficiaries, social-security re- 
cipients, pensioners of the Carnegie Foundation for the Advancement 
of Teaching, and benefits paid through certain labor unions. 

Section 12 of the Railroad Retirement Act exempts annuities paid 
under it. It was within the power of Congress in exercising its author- 
ity over interstate commerce to curtail the revenue to be received 
through the exercise of another of its powers—the taxing power. 

Old-age and survivors insurance benefits are exempt from the Fed- 
eral income tax by reason of a Treasury Department regulation in 
which these benefits were stated to be nontaxable because no relation 
exists between the amount the worker contributes and the amount of 
his benefits. Social-security taxes on wages are not “consideration 
paid for” the annuity. 

Pensions paid through the Carnegie Foundation for the Advance- 
ment of Teaching to certain university professors are nontaxable 
because these annuities are classified as gifts. From its establishment 
in 1905 to June 30, 1952, the Carnegie Foundation paid out over $60 
million in free nontaxable retiring allowances, disability allowances, 
and widows’ pensions to 5,048 persons. On June 30, 1952, 2,089 per- 
sons were being paid free Carnegie pensions and 348 persons still in 
active service have expectations of future placement on this list. Less 
than 5,000 university professors is a small group, but consider the 
discrimination in their favor when their tax duty is compared with the 
many thousands of other university professors whose retirement in- 
come is not tax free. 
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Benefits from a labor union are ordinarily taxable under the 3-per 
cent rule, just as are teachers’ retirement allowances, but there is at 
least one exception. The International Typographical Union secured 
from the Commissioner of Internal Revenue a ruling exempting its 
benefits from taxation. This ruling reads as follows: 

It is the opinion of this Bureau that any benefit payments made from the 
fund to a member meeting the established requirements for participation therein 
are in the nature of gifts or gratuities rather than pensions, and as such are not 
required to be included in gross income for Federal income-tax purposes. 

‘These exce ptions to the taxation of the citizenry in general, together 
with the increasing tax rates applicable to those who have not been 
so favored, have added to the difficulties retired teachers have met in 
attempting to live on the devalued dollar. Many Members of Congress 
have sponsored legislation to cure the inequities, the first being S. 203 
introduced on January 8, 1941, by Senator Davis of Pennsylvania. 
Since 1944, many such bills have been referred to the Ways and Means 
Committee in the House. Some of these bills would have applied to 
retired Federal employees only, others to some but not all retired State 
and/or local employees, still others to all retired Federal, State, and 
loca] employees. A few included persons retired from a public 
private agency. Congressmen and taxpayers who have been inter- 
ested in these proposals at various times have received from the Joint 
Committee on Internal Revenue Taxation memorandums indicating 
that the proposals could not be considered favorably because each 
purported to be class legislation—however broad or narrow the class 
might have been. 

During all these years the National Council on Teacher Retirement 
has done three things in support of tax exemption for retired teachers: 
(a) It has adopted each year in its annual meeting a resolution in 
favor of an exemption from Federal income taxation for retired 
teachers “equal to that of any other group”; (}) it has joined with 
other groups in an attempt to find : . solution that could not be con 
sidered class legislation; and (c¢) it has collected statistics on the 
retirement income of retired teachers and the tax burden thereon 

The first item speaks for itself. Participation of the council with 
other interested groups is evidenced by my appearance today with 
representatives of these other national organizations. With respect 
to the statistics collected for the council by the NEA research division, 
I shall refer only to the most recent survey. 

In the spring of 1953, the following information was collected from 
32 States: Over 57,000 of the estimated total of 100,000 retired teach- 
ers paid no tax in 1952. Their retirement income was too low or 
their deductions were too high to brine them into taxable income 
brackets. However, the average tax paid in 1952 was $1 ; 1.38. Since 
the average retirement allowance that vear was $1,023.15. the com- 
mittee may readily see that payment of $114.38 to the Federal Gov 
ernment constituted a severe hardship. About half the retired 
teachers were over 65 in 1952—that is a very modest figure; I over- 
heard you ask Dr. Wyatt rune what proportion were over 65, and 
the table which is at the end of this statement indicates about three- 
quarters of the retired teachers are over age 65—and thus were entitled 
to the double exemption, but, even so, this group was required to pay 
$82 tax on the average. Fifteen percent of all the retired teachers 
had retired since 1949 and in 1952 were presumably still benefiting 
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from the 3-percent rule. Yet the average tax paid by this group 
was $152.96. The high tax rates of recent years more than offset 
the tax advantage of the annuity rule. With the permission of the 
committee, I would like to have the report of this survey included 
in the record as part of my statement. 

The Cuamman. Without objection, it is so ordered. 

Mr. Woop. The National Council on Teacher Retirement endorses 
H. R. 5180 because it is not class legislation, because it will benefit all 
retired persons in the United States, because it will eradicate present 
taxation inequalities, and because it will alleviate the tax burden now 
suffered by retired teachers. I would like to give you several ex- 
amples of how this bill would help retired teachers. If a teacher 
had a total retirement income of $2,500, he would be taxed as if his 
total income were $1,000 because the first $1,500 would be excluded 
from gross income. If he were single and under age 65, his tax would 
be $62 on the basis of the $1,000 income. If he were over age 65, the 
double exemption would make his retirement income entirely non- 
taxable. Or, regardless of age, if he were a married man whose wife 
had no additional income, he would not owe any tax. This illustra- 
tion applies to retired teachers in the higher income brackets, as the 
$2,500 used as total retirement income is more than twice the average 
retirement allowance paid to retired teachers. 

With retirement income of about $1,000, a retired person must of 
necessity seek additional income to live—he must find gainful em- 
ployment so long as he is able to work, to eke out mere existence. 
For this reason, H. R. 5180 permits earnings up to $900 without any 
penalty on the amount of retirement income excluded from taxable 
income. However, the bili does not permit a retired person to earn 
more than $900 and at the same time have the benefit of his exemption 
in full. 

If his earnings are in excess of $1,725, he has no exemption and 
would not benefit from the bill. 

The sliding scale work clause in H. R. 5189 is fair to taxpayers and 
to the Federal Government. Since OASI benefits are reduced if the 
beneficiary earns more than $75 a month, this figure was used in 
H. R. 5180 for the work clause applicable to all retired taxpayers. 

Because people, especially teachers, do not retire at the end of a 
calendar year the plan was developed on the basis of months, as 
well as with an annual total. For each month of retirement, $125 
exclusion of retirement income would be allowed; for each month 
after retirement, current earnings up to $75 would be allowed without 
effect on the exclusion for that month. For each month after retire- 
ment in which current earnings exceed $75, the retired taxpayer would 
lose a month’s credit on the exclusion of his $1,500 annual retirement 
income. If he retired on November 30 after having worked normally 
for the first 11 months of the tax year, he would still get an exclusion 
of $125 if his work income had not exceeded $1,725 Normally teachers 
retire at the end of the school year, in June or July. One who retired 
on July 1, after earning $2,000 for active service, could earn $450 in 
the second half of the tax year, and have a total income for the vear of 
$2.450: his tax under existing law would be $220; under H. R. 5180 
it would be $82. 

That illustration is given so as to show the exempt earnings that 
could be made without cutting down the benefits of the proposed bill. 
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The committee can see that the bill is directed toward the aid of 
low-income groups with static retirement income and little or no 
current earnings after retirement. Teachers belong in this group of 
taxpayers. The National Council on Teacher Retirement therefore 
urges this committee to recommend the passage of H. R. 5180. 

The CHatrrman. Thank you very much for that very fine statement, 
Mr. Wood. " , " 

Are there any questions? The Chair hears none. 

(The matter submitted for the record by Mr. Wood is as follows :) 


MEMORANDUM ON THE FEDERAL INCOME TAX OF RETIRED TEACHERS ” 


Table A shows the findings in an income-tax study based on reports from retired 
teachers in 33 States. The data were estimated for 100,000 retired teachers in 
all States from 9,866 returns from 32 States. (See note at bottom of table A.) 
This estimate leads to the following conclusions. 

In 1952 the average retirement income was $1,023.15. The retirement income 
Was 02.9 percent of the total income, which, on the average, was $1,934.15. It 
was estimated that 100,000 retired teachers in the United States paid $11,438,000 
in Federal income taxes; the average tax was estimated at $114.38. Over 
57,000 of the 100,000 paid no tax in 1952. 

Detailed breakdowns of the data were possible for 9,866 reports from 32 States 
One breakdown reflects the application of the 3-percent rule. This rule excludes 
from gross income the amount the retired teacher has contributed to the re 
tirement system. Ordinarily, by the end of the third year the exclusions under 
the 3 percent rule have consumed the total contributed by the retired teacher 
during active service. Therefore, the data were tabulated for those who retired 
in 1949 or earlier and those who retired since 1949 Although the group who 
had retired in 1949 or earlier was almost three times as large ag the group who 
had retired since 1949, the two groups showed a similar average retirement 
income, Those who had retired since 1949 had a slightly higher average total 
income than those who retired in 1949 or earlier and, therefore, paid a higher 
average tay In both groups, however, more than one-half paid no Federal in 
come tax, 

A second breakdown was made on the basis of age so that those 65 years of 
age or over could be separated from those under 65, Taxpayers age 65 or over 
have the benefit of the double personal exemption and this benefit would affect 
the tax due. 

Among those who retired in 1949 or earlier, the average retired teacher age 65 
or over paid taxes in 1952 of slightly over $75, while those under age 65 who 
retired in 1949 or earlier paid more than twice that amount of tax.. In the group 
retired since 1949 the average tax paid by those age 65 or over was about $105, 
while those who retired since 1949, but were under age 65 in 1952, paid about 
$176 in Federal income taxes. 

The amount of tax paid depends also upon the number of exemptions claimed 
Of the total for whom this information is available, 75 percent had no dependents 
and claimed his own personal exemption (or exemptions) only With 1 ex- 
ception the division as to age and date of retirement showed that the number 
claiming 2 exemptions was one-fourth the number claiming an exemption for 
himself only, and the number claiming 2 additional exemptions was relatively 
small. The exception to this generalization may be found in the group retired 
since 1949 who were age 65 or over in 1952. In this group those who claimed an 
exemption for himself only numbered 3 times as many as those who claimed 1 
other exemption. 

H. R. 5180 refers to the tax which will be due on 1958 income. The data 
in this study were collected on 1952 income. The tax rate on 1953 income is 
slightly lower than the tax rate that was applicable to 1952 income. 


1 Prepared by the research division of the National Education Association. Forms to be 
used in collecting information were sent to approximately 1 out of 5 teachers retired from 
most of the State teacher-retirement systems Several States were unable to cooperate 
Returns were received from 9,866 retired teachers in 32 States; 1 other State, Ohio, had 
condueted a similar investigation previously and made its report available to the research 
division 
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The CHamman. The next witness is Rear Adm. Allen P. Mullinnix, 
United States Navy Retired Officers Association. 
Admiral, we are very glad to have you here. If you will give your 


name and the capacity in which you appear, we will be a ad to hear 
you. 


STATEMENT OF REAR ADM. ALLEN P. MULLINNIX, UNITED STATES 
NAVY RETIRED OFFICERS ASSOCIATION 


Admiral Muniinnix. Mr. Chairman and members of the commit- 
tee, [am Rear Adm. Allen P. Mullinnix, United States Navy, retired, 
assistant legislative counsel of the Retired Officers Association. 

Vice Adm. H. G. Hamlet, United States Coast Guard, retired, 
pre sident of our association, wi uld present our statement if he were 
able to be prese nt tod: ay. 

Several bills have been introduced in the present Congress which 
would effect the salami of some part of the retirement income of 
retired officers of the uniformed services. The Retired Otticers As- 
sociation has asked to be heard on these bills, and we ap preciate the 
opportunity to appear here today and present our views on the sub- 
ject vial in the het tract rather than in relation to those particular 
bills 

Our association strongly endorses the proposition that all, or a sub- 
stantial aia of the retired pay of the uniformed services— 
Army, Navy, Air Force, Marine Corps, Coast Guard, Coast and Geo- 
detic cast and Public Health Service—be excluded from 
income for tax purposes for the following reasons: 

(1) Upon retirement the income of retired personnel of the uni- 
formed services is dra ree cut, and is often inadequate decently to 
support and maintain the men abers of this group, who have devoted 
their lives to the unifo rmed services under circumstances which would 





2ross 


preclude them, while in active service, from augmenting their income. 
Since the a while on active duty is fixed and cannot be aug- 
mented, and the income is not in an amount sufficient to provide sav- 


ings for their retirement after completion of active duty, this group 
must rely solely on their retired pay to support themselves and theit 


families. 


) 


(2) When personnel of the uniformed services are retired they 
receive a percentage, dependent on the nature of their retirement, not 
of their total income while on active duty, but only of their basic pay. 
The compensation of personnel of the uniformed services, under pay 
laws which have existed since 1922, is not a fixed amount of pay for 
each rank and period of service, but is made up of basic pay plus tax- 
free allowances for rental and subsistence. When personnel are re- 
tired these tax-free allowances for rental and subsistence cease entirely, 
and they receive a percentage only of their basic pay. For those on 
ictive duty, since 1922, the basic pay provided in the various pay laws 
has always been recognized to be inadequate, hence these allowances. 
Prior to the 1922 pay bill there were no such allowances and the pay 
was considered to be adequate. Under those former laws retired per- 
sonnel received a percentage of the pay, which in the main provided 
adequate retired compensation. Furthermore, prior to 1916 there 
were no income taxes. From 1916 to 1922 very small income taxes 
prevailed and the cost of living was but a fraction of what it is today. 
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If it is to be conceded that basic pay since 1922 has been inadequate, 
as such, for personnel of the uniformed services on active duty with- 

out the ree of allowances for rental and subsistence, then the pay- 

ment of a percentage merely of the basic pay to the retired groups 

must necessarily be recognized as inadequate for them, and to subject 

those amounts to income tax payment in whole or in part has worsened 

a bad situation. 

(3) At the present time the retired pay of those retired for physical 
disability is either wholly excluded from gross income for income- 
tax purposes, or partially excluded dependent on the degree of dis- 
ability as established in accordance with the requirements of the 
Career Compensation Act of 1949. ‘The effect of our recommendation 
would be to increase the tax exclusion of this group, whose retired pay 
is not fully excluded for tax purposes. Our recommendation, of 
course, would have the same effect in excluding the retired pay of 
those not retired for physical disability to the extent that Congress 
grants such exclusion. Certainly it may safely be said that many of 
this latter group should, due to age or other infirmities, be regarded 
as not physically qualified for gainful employment under modern 
standards. After retirement the great majority of this group are un- 
employable, and are in fact unemployed. C onsequently they cannot 
augment their retired pay and must depend on their retired pay solely 
for their livelihood. 

(4) Our recommendation is not new. During wartime the Congress 
has granted an exclusion of part of the pay of active-duty personne] 
from gross income for tax purposes ($1,500 in World War II). It is 
interesting to note in this connection that a large proportion of retired 
personnel were recalled to active duty and therefore most retired per 
sonnel received the benefit of that tax exclusion. Consequently, the 
situation was not as acute then as it is today and the reason for tax ex- 
clusion not so evident. 

(5) There is precedent for excluding retired pay from gross income 
for income-tax purposes. It is excluded in the cases of social-security 
and railroad-retirement payments. Whatever reason justifies such 
exclusion in those two cases would also seem to justify the principle in 
all retirement systems. 

(6) Some who are not fully familiar with the subject sometimes say 
that the retirement pay of retired personnel is a gratuity to which 
members of the group make no contribution. Such is not the case. 
While it is true there is no transfer of cash or bookkeeping entry 
monthly as in the cases of railroad retirement and social security, 
there isa payment in service, not otherwise remunerated, and in effect 
the active-duty pay is less than it would necessarily be if an annuity 
for retired pay were to be provided for by a cash payment. Payment 
in money is not the only compensation which can be given to estab- 
lish a right. Payment for these retirement rights in service over the 
years under pay scales lower than would have been necessary to sup- 
port a contributory retirement system is evident. This que stion was 
specifically under consider ‘ation by the Hook Commission which 
studied whether retirement systems should be contributory or non- 
contributory, and after most careful study concluded there should not 
be a contributory system, and they adjusted the pay scales accordingly. 
In view of the above the Retired Officers Association strongly recom- 
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mends the retired pay of personnel of the uniformed services be ap- 
propriately excluded from gross income for income-tax purposes. 

The Cuarmman. Thank you very much, Admiral, for your appear- 
ance oe the information you have given the committee. 

Are there any questions! The Chair ne irs none. 

The next witness is Mr. Car] Bare, chairman, legislative commit- 

e, Fraternal Order of Police, Clevel: sda Ohio. 

If you will give your name and the capacity in which you appear 
to the reporter, we will be glad to hear you. 


wria 


STATEMENT OF CARL C. BARE, CHAIRMAN, LEGISLATIVE COM- 
MITTEE, NATIONAL FRATERNAL ORDER OF POLICE 











Mr. Bare. Mr. Chairman and members of the committee, my name 
is Carl C. Bare. I ama deputy inspector of police in the city of Cleve- 
land and chairman of the legislative committee of the National Frater- 
nal Order of Police. I am appearing before your committee in that 
capacity. Our organization represents over 36,000 policemen of the 
ean having members in our larger cities, such as Philadelphia, 

se land, Indian: ipolis, New Orleans, and so forth, where they have 
many hundreds of poseeene n. We ale represe nt PERE CD from the 
smi salle r cities and villages where they have only 1, 2, or a dozen men. 
Many State policemen are also me mbers of our organization. 

Needless to say, we are vitally interested in the subject of income-tax 
@xc lus ons for retired people. M: any of our members retired a few 
vears ago on pensions which appe ared to be adequate at the time, but 
the reduced value of the dollar has lowered their buying power until 
their situation is desperate. The payment of even a small amount of 
income tax creates a real hardship. 

Income tax present a different problem to retired policemen than 
it does to most retired people. Due to the nature of our work, retire- 
ment ages must be considerably lower than most so that very few 
of our people on retirement receive benefits from the extra exemption 
given persons who have reached the age of 65. By far the greater 
number of policemen on pension are below 65 years of age and have 
only the regular $600 exemption so that they pay some income tax even 
though their pe sions are relatively small. For instance, a person 
receiving a pension of only $100 per month, who files a short form must 
pay $98 per year, or 8 percent of his pension, in income tax. 

Under present tax provisions moneys received from social security 
ane the railroad retirement system are not ti ixed. This results in dis- 
crimination against those groups, particularly public employees, who 
years ago saw the need of providing for the years when they would 
no longer be able to earn their living. Instead of being rewarded for 
their fores sight the y are being penalized. We, as public employees, 
co not seek spec! al consideration but feel that we are entitled to equal 
treatment. We feel that this discrimination should be discontinued 
and all retired people should be given the same consideration. 

It might be said, then, that an easy solution would be to discon- 
tinue our own retirement svstems and be covered by social security, 
but the answer is not that simp le. What could be done about the 
thousands who are already retired and could not qualify under social] 

ecurity? It would also be highly unfair to the people who have 
paid into these retirement systems to discontinue them after all their 
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years of working and planning. This is not the American way of 
treating these people. 

For policemen, particularly, this solution would be highly impra 
tical. Policing is a young man’s game and if we were requ ired to 
work to age 65, as req tired under social security, I dread to think what 
would happen to our police departments in a few years. We would 
be overburdened with men who were no longer able to perform the 
hazardous duties of our profession and the efficiency of our depart- 
ments would seriously suffer. The answer does not lie in changing 
our retirement coverage but in changing the income-tax laws to 
equalize the exemptions and end the discrimination. 

For years the police- pe snsion systems have been among the attrac- 
tions that have enabled us to recruit desirable men into our de part 
ments. With the improvements in social security and the extension 
of sup ple mental systems in private industry we are losing this induce 
ment. The equalization of income-tax benefits will partially restore 
this. With the inability of local communities to compete with private 
industry in salaries we need every attraction possible if we are to 
have the type of police protection to which our citizens are entitled. 

House Resolution 5180 seems to contain the 1 necessary provisions 
to properly eliminate the existing discrimination. The exclusions it 
provides are based on the exclusions presently extended to social- 
security beneficiaries. 

The so-called work clause is liberal enough to permit some supple 
mentation of retirement income without losing all the exclusion bene 
fits. This is very important to policemen who have retired at an 
earlier age. While they are not physically able to perform the ardu- 
ous duties of a policeman, they can still earn some income from so- 
called light-duty work. This is necessary for several reasons. 

It requires more money to live in the earlier years of our lives and 
our small pensions do not provide this. A polic eman has had fewer 
working years to acquire savings than a person who retires at a later 
age. He must spread these savings over a longer period of time and 
cannot provide as much supplementation per year from savings. 
Therefore, the need for outside income is greater. We also know 
that inactiveness is the greatest enemy of retired people, so it is de- 
sirable that we be allowed to do light work to occupy a part of our 
time. 

We would prefer to see legislation adopted without a work clause 
but if it is the feeling of this committee that such a clause is prefera- 
ble, we have no objection. We merely ask that any such provision 
adopted be at least as liberal as that provided in H. R. 5180. 

I feel that it is unnecessary for me to discuss the technical pro- 
visions of this or other similar bills. I would be happy to attempt 
to answer any questions that any of you may have. I want to thank 
the committee for affording me this opportunity to present our views 
on this subject. The policemen of the Nation honestly feel that the 
present discriminations and inequities should be eliminated and trust 
that you people will grant us this consideration. 

Thank you. 

The CHarrman. We thank you very much for your appearance. 
You have come quite a long way to testify here, and we assure you 
that your views w = be given careful consideration. 

Mr. Bare. Thank you. 
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The Carman. Are there any questions? The Chair hears none. 

The next witness is Mr. John Redmond, president, International 
Association of Fire Fighters. 

We are glad to have you here, Mr. Redmond. If you will give your 


name and the capacity in which you appear to the reporter, we will 
be glad to hear you. 


STATEMENT OF JOHN REDMOND, PRESIDENT, INTERNATIONAL 
ASSOCIATION OF FIRE FIGHTERS 


Mr. Repmonp. Mr. Chairman and members of the House Ways 
and Means Committee, my name is John P. Redmond and I am presi- 
dent of the International Association of Fire Fighters, affiliated with 
the American Federation of Labor. My office is located at 901 Massa- 
chusetts Avenue NW., Washington, D. C, 

Our organization has been in existence since February 28, 1918, and 
has represented, for the purpose of collective bargaining, fire fighters 
throughout the United States and Canada continuously since that 
date. Our membership consists of fire fighters employed by Prov- 
inces, States, counties, and municipalities of the United States and 
Canada, and by private employers and contractors. 

Your committee has listed in sequence 40 topics for consideration. 
The fire fighters, active and retired, are interested in Topic No. 37, 
“Exclusion of pension and retirement income for specific types of em- 
ployees” from income-tax payments. 

There are several justifiable reasons why this exclusion request 
should be granted to the fire fighters of these United States. First, 
many of our annuitants, retired and pensioned beneficiaries, were re- 
tire before inflation occurred, and because statutory and city ordi- 
nances do not provide liberalization of such laws to meet the increased 
cost of living, they now find themselves trying to exist on a pension 
dollar which they were led to believe would be worth 100 cents, but 
which in reality is worth only about half its value in purchasing 
ower, 

The fire fighters, after retiring, usually suffer from physical deteri- 
oration caused by their having inhaled superheated air, toxic gases, 
severe wettings in extreme cold weather, sudden and extreme exertion 
in responding to and working at fires. Because of these constant 
aggravations on the human system, those who survive and retire on 
age and service pensions find that in their declining years they suffer 
such afflictions as heart trouble, blindness, lung affliction, arthritis, 
rheumatism, and kindred illnesses, and are constantly in need of 
medical and institutional care. 

While other groups of workers under social security have their 
benefits excluded from income-tax payments, the fire fighters are 
forced to pay this unjustifiable ts ax. 

There is no segment of our society more in need of financial relief 
than our retired people because of their fixed income, and this is 

sually the only means that the fire fighter has of sustaining himself 
and his wife in the twilight of life. I know that those who are now 
paying this burdensome tax will bless the Congress of these United 
States if it will grant this relief to those faithful and loyal servants 
who have served so well on the altar of public duty. 


ee 
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I wish to thank the chairman and the members of this committee for 
the privilege of making this presentation, and for your kindness in 
affording me this opportunity. 

The CHatrman. We thank you very much, Mr. Redmond. You 
made a nice statement and we appreciate it. 

Are there any questions ¢ The Chair hears none. 

The next witness is Mr. Harry See, national legislative representa- 
tive, Brotherhood of Railroad Trainmen. 

Is Mr. See in the room? It appears he is not. If he has a paper to 
present, without objection, it may be inserted in the record at this 
point. 

(The matter referred to follows :) 


STATEMENT oF W. D. JOHNSON, VICE PRESIDENT AND NATIONAL LEGISLATIVE REP- 
RESENTATIVE, ORDER OF RAILWAY CONDUCTORS, AND HARRY SEE, NATIONAL LEGIS- 
LATIVE REPRESENTATIVE, BROTHERHOOD OF RAILWAY TRAINMEN, IN Re Toptc 37 
or COMMITTEE AGENDA RELATIVE TO EXCLUSION OF PENSION AND RETIREMENT 
INCOME FOR SPECIFIC TYPES OF EMPLOYEES 
The Order of Railway Conductors and Brotherhood of Railroad Trainmen 

representing the men in train and yard service on all American railroads, are 

opposed to any change in the tax-exemption provisions of the Railroad Retire- 
ment Act and the Social Security Act. 

We wish to reserve the right to file a more detailed statement at a later date 
in the event any statements are filed with your committee recommending changes 
in the law. 

The CuarrmMan. The next witness is Miss Julia Bennett of the 
American Library Association. 

We are very pjeased to have you here, Miss Bennett. Give your 
name and the capacity in which you appear and we will be glad to 
hear you. 


STATEMENT OF MISS JULIA D. BENNETT, DIRECTOR, WASHINGTON 
OFFICE OF THE AMERICAN LIBRARY ASSOCIATION 


Miss Bennett. Mr. Chairman and members of the committee, my 
name is Julia D. Bennett. I am director of the Washington office 
of the American Library Association. The American Library Asso- 
ciation is a professional organization with a membership of some 
20,000 libraries, librarians, library trustees, and friends of libraries. 
This association is interested in the de velopment, extension, and 
strengthening of our Nation’s library services and also in the welfare 
of library personnel. Its concern is not only for staff members pres- 
ently employed in the public, college, school, and special libraries in 
all States and Territories but also for those employees who have re- 
tired after rendering years of faithful and efficient service. 

The American Library Association recommends the provisions of 
H. R. 5180. We believe that it is highly desirable to amend section 
22 (b) of me Internal Revenue Code in the manner provided for in this 
bill so that $125 per month of the retirement income of any retired 
individual shall be nontaxable for the months of his retirement for his 
tax year. 

When Federal income tax legislation was passed originally, the 
personal exemption given all individuals was approximately 5 times 
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the present amount and the rate of taxation only 1 percent. Thus, 
the incomes of the great majority of the American public in retirement 
were subject to no income taxes since their retirement incomes were 
less than their personal exemptions. In the intervening period, how- 
ever, the personal exemption has been greatly decreased and the rate 
of taxation has been greatly incre ased. The retired individual is as 
a result now paying income taxes even when receiving a very small 
retirement income, 

During this period when exemptions have been decreased and the 
tax rate increased, the average employed individual’s wages have in- 
creased greatly and have in fact doubled since 1939. His increase in 
wages, therefore, has practically paralleled the increase in cost of 
living. The retirement incomes of most retired individuals are, how- 
ever, fixed amounts received from pensions, annuities, railroad retire- 
ment benefits, and old-age and survivors’ insurance, and are not usually 
supplemented greatly by income from other sources, such as invest- 
ments 

Although there has been an increase in benefits such as in old-age 
and survivers’ insurance of the Social Security Act for many, these 
fixed amounts have not been increased in recent years. Thus, the posi- 
tion of many retired individuals deriving their retirement income pri- 
marily from pensions and annuities has steadily worsened. They 
have been able to purchase less and less with their resources and, at 
the same time, have been paying considerably more in income taxes. 

It is the belief of the American Library Association that there should 
be a floor base of tax exemption for all retired individuals. For that 
reason the association particularly recommends that the provisions of 
H. R. 5180 be enacted into law. 

At present, part of the retired workers have tax-exempt income 
wade *” the benefits and rulings which have been established for special 
groups, such as those covered by the Railroad Retirement Act and old- 
age and survivors’ insurance of the Social Security Act. There are, 
however. millions of retired workers who receive no spec ial tax exemp- 
tions and whose retirement incomes are as modest as those of retired 
individuals deriving their income under the provisions of the Railroad 
Retirement and Social Security Acts. We believe, therefore, that a 
floor of tax exe mption should be prov ided to cover these millions ‘is 
do not now receive such special benefits and that those now receiving 
special benefits should be covered so that they too may receive exemp- 
tion up to this floor amount if such is not already provided them in 
their special exemptions. 

The great majority of library employees are not now covered under 
the provisions of old-age and survivors’ insurance of the Social Secu- 
rity Act. Prior to 1951 only those library employees in industrial and 
business organizations were included. At present, the largest group 
of Le: brary employees are still excluded because they are employed by 
governmental Jur aed munic ip: ul. county, State, and Federal 
nits. covered by their own retirement systems 

Retired library nateyens are, therefore, in the group of retired 
individuals for which no special tax exemption currently exists. The 
same is true for retired teachers, college personnel, and public 
employees. 

Although we would not seek legislation providing special tax exemp- 
tions for retired library employees nor for any other special groups of 
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retired workers, we heartily endorse the legislation as provided in 
H. R. 5180 which will provide an equitable floor of protection against 
income taxation of retirement income for all retired persons who now 
lack this floor of protection. 

Thank you for the privilege of testifying on this bill. 

The Cuamman. We thank you, Miss Bennett, for your contribution 
to the committee. Are there any questions? The Chair hears none. 
We thank you. 

The next witness is Mr. Royce L. Givens, secretary-treasurer of the 
National Conference of Police Associations. Mr. Givens, we are very 
glad to see you here. Just give your name and the capacity in which 
you appear, and we will be glad to hear you. 


STATEMENT OF ROYCE L. GIVENS, SECRETARY-TREASURER, 
NATIONAL CONFERENCE OF POLICE ASSOCIATIONS 


Mr. Givens. Mr. Chairman and members of the Ways and Means 
Committee, my name is Royce L. Givens, secretary-treasurer of the Na- 
tional Conference of Police Associations composed of the following: 

The Patrolmen’s Benevolent Association, New York City. 

The Chicago Patrolmen’s Association, Chicago, Ill. 

The Police Conference, State of New York, with 150 units. 

The New Jersey State Patrolmen’s Benevolent Association, Inc., 
with 113 units. 

The Detroit Police Officers Association, Michigan. 

The Policemen’s Protective Association, Milwaukee, Wis. 

The Police Officers Federation of Minneapolis, Minn. 

Houston Police Officers Association, ‘Texas. 

The San Francisco Police Officers Association, California. 

The Lost Angeles Fire and Police Protective League, California. 

The Peace Officers Research Association of California. 

San Diego Relief Association, California. 

The Police Pension Fund, New Orleans, La. 

The Policemen’s Association of the District of Columbia, represent- 
ing approximately 100,000 policemen. 

I am a member of the Metropolitan Police Department of the Dis- 
trict of Columbia, and past president of the Policemen’s Association 
of the District of Columbia. I am here today to represent the National 
Conference of Police Associations on the subject of exclusion of pen- 
sion and retirement income for specific types of employees. The Na- 
tional Conference of Police Associations wishes to be recorded as being 
in favor, with one exception, of the subject matter of H. R. 5180, intro- 
duced by the Honorable Mr. Mason of Illinois. 

The broad general purpose of H. R. 5180 and other similar bills 
pending before this committee is to provide legislation which will treat 
all persons drawing pension or retirement benefits alike. At present 
this is not the case. Railroad retirement, veterans’ and social-security 
payments are exempt from Federal income tax. Disability retirement 
payments are also exempt but this exemption is for the most part uni- 
form and has been extended to workers of many trades by court de- 
cision. It is our opinion that in retirement for age and service no one 
group or class should receive benefits another does not. H.R. 5180 and 
other similar bills provide uniform treatment for retired employees of 
all trades and professions except that the work clause tends to dis- 
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criminate against certain trades or professions in which it has been 
found necessary and expedient to provide a low or comparatively 
young retirement age. 

It is generally recognized throughout the United States that police- 
men and firemen positions are a young mé un’s job. For that reason the 
greater majority of the legislative bodies have enacted pension or re- 
tirement laws with lower retirement age than other public employees. 
The general age being 55 years and approximately 25 years service. 
Lower r retirement age has been borne out by much experience in that 

ifter a man reaches the age of 55 years his efficiency as a police officer 
or fireman has passed its peak. Also due to the extremely hazardous 

lements of this type of employment it is a means of persuading or re- 
crulting younger men for the police profession. 

Advantageous retirement systems are an integral part of these 
jobs. Without such inducement it would not be possible to man the 
police and fire de ‘partments of our country. Indeed even ‘with such 
inducements it is difficult in recent years to recruit the needed men. 

The average worker in the United States retires at about age 65. 
The average retirement age for policemen and firemen is around 55 
years. This is an advantage of course but in some ways it is not. 
A man who retires at 55 years of age often has not fulfilled the neces- 
sary obligations to his family. He may have children still in school 
or a home not yet paid for. This man has to work after retirement 
to supplement his income. The worker who retires at 65 is not nearly 
so apt to need supplemental income. 

Therefore we of the police and fire profession find H. R. 5180 and 
similar legislation, bills which are intended to provide fair and 
equitable treatment for all workers; however, we find that there is 
still some discrimination against us. 

We ask that the work clause be given careful consideration. We 
believe that any legislation that tends to encourage idleness is not in 
the American spirit. We respectfully suggest that a formula be 
worked out which would allow a retired person to at least double 
his pension or retirement payments before he would be penalized by 
lowering his exemption. 

In an article by Hon. Herbert Brownell, Jr., Attorney General 
of the United States, appearing in “Parade,” a section of the Sunday 
Washington Post of August 9, 1953, Mr. Brownell says in part: 

* * * But a lot depends on you. As citizens and taxpayers, you must see 
that the efforts of your local law-enforcement officers don’t go unrewarded. 
Justice Department messengers make more money than the average American 
policeman. Any man who is struggling for the bare necessities of life is a 
prey to temptation. Remember: The thin line of policemen facing the re- 
lentless army of criminals is only as strong as its weakest man. 

We of the National Conference of Police Associations heartily 
endorse the statement by Hon. Herbert Brownell, Jr., and believe that 
you gentlemen of the United States Congress would be in effect 
helping carry out the request of the Attorney General by enacting 
legislation to exempt not only police and firemen but all publie 
employees, but more especially policemen and firemen, who have 
protected your homes and loved ones by jeopardizing their own life, 
from the payment of income tax. 

There are a number of bills before your committee relating to this 
ubject, some of which refer to a specific type of employee or em- 











GENERAL REVENUE REVISION 1959 


ployment. It is the views and convictions of the National Conference 
of Police Associations that if you exempt 1 employee or 1 type of 
employment you should exempt all types of employees and all types 
of employment. 


Mr. Chairman, I want to thank you very much, and the members 


of the committee, for permitting me to appear here to express our 
views. 

The Cuarrman. We certainly thank you very much for your ap- 
pearance here and for the information you have given the committee. 

Without objection on the part of the committee I wish to insert 
a statement from Mr. Marcellus C, Sheild, chairman of the legislative 
committee of the National Association of Retired Civil E mployees, 
at this point in the record. 

(The matter referred to follows :) 


NATIONAL ASSOCIATION OF RETIRED Cly1n EMPLOYEES, 
Washington 6, D. C., August 4, 19538. 
Mr. RUSSELL E. TRAIN, 
Clerk, Cone on Ways and Means, House of Representatives. 

DeEAR MR. TRAIN: Through the good offices of Mr. Colin Stam, you were kind 
enough to advise me on July 2 that hearings on topic 37 of the general revenue 
revision schedule would probably be held in a fall session and 1 would be given 
an opportunity to appear and would be notified of the date. 

I have just ascertained that the time for this topic has been changed under 
a revised plan and that topic 37 will be heard on August 13. It will be impos- 
sible for me to appear personally on that date because of an important previous 
engagement. 

Mr. Stam has contacted Miss Taylor today and advised me that if we submit 
a brief by September 1 or shortly thereafter it will be called to the committee’s 
attention and appear in the printed testimony. 

We are grateful for this consideration and will have the material prepared 
and in Miss Taylor’s hands by the time indicated. 

Please accept our thanks for your consideration of our request. 

Sincerely yours, 
M. C. SHEILD, 
Chairman, Legislative Committee. 


STATEMENT OF MARCELLUS C. SHEILD, CHAIRMAN LEGISLATIVE COMMITTEE, 
NATIONAL ASSOCIATION OF RETIRED CIVIL EMPLOYEES OF THE UNITED STATES 
GOVERNMENT, IN SUPPORT OF EXEMPTION OF RETIREMENT ANNUITIES FROM 
INCOME TAX 


Mr. Chairman and members of the committee, my name is Marcellus C. Sheild, 
and I am chairman of the legislative committee of the National Association of 
Retired Civil Employees, an organization composed of retired civil employees of 
the United States Government. Our group has a membership of 65,000 with 
350 chapters scattered throughout the United States, the Philippine Islands, 
Hawaii, and the Panama Canal Zone. The membership constitutes one-third of 
the approximately 190,000 retired civil employees and a small proportion of the 
approximately 50,000 annuitant survivors of deceased employees on the annuity 
rolls on June 30 last. 

Gur members, along with annuitants and pensioners generally, are greatiy 
interested in topic 37 of your schedule—exclusion of pension and retirement 
income for specific types of employees—and thoroughly appreciate the cour- 
tesy of the chairman and the committee members in giving us this opportunity 
to present our views. 

We should like at the outset, Mr. Chairman, to call attention to the increase 
in the number of aged and aging in the country in relation to the whole popu- 
lation. The total number of persons in the United States has doubled since 
1900, but during that period the number of persons 65 and over has quadrupled. 
The number in that age group exceeded 13 million last year and is currently 
increasing at the rate of 400,000 a year—1l1 in every 12 persons is now in this 
age group. This change in our life is primarily due to the decline in infant 
mortality, and an increase in the expectancy of adult life. The enlarging num- 
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ber of aging persons is creating grave social and economic problems that call 
for the re-examination of this segment of our population, from the standpoint 
of their financial status and their welfare and happiness as an integral part 
of national life. 

Pensions and annuities, public and private, have not been geared to the cost 
of living. It seems trite to call attention to the doubling of the cost of living 
in the past 14 or 15 years and the halving of the purchasing power of the dollar. 
Such adjustments as have been made, both public and private, have been en- 
tirely inadequate to compensate annuitants and pensioners for the shrinkage 
in the value of their dollar annuity when translated into food, medicine, clothes, 
and the other necessities of living. 

One of the deepest concerns of the aged and aging is health. I would like on 
this phase of the matter to quote an excerpt from the recent report of the Joint 
Committee on Railroad Retirement of the United States Congress on health of 
the aged. 

“* * * Such persens are sick more often, spend almost twice as many days 
in the hospital in the course of a year than the average person, use private and 
visiting nurses more often, are required to receive more doctor’s home and office 
calls, become hospital cases more often and account for more hospital days per 
case. Their number is found with disproportionate frequency among the chroni- 
cally ill, the disabled, and those suffering from major impairments. A particu- 
larly acute problem is their inability to participate in group plans for hospi- 
talization insurance, because of their retirement or exclusion from the labor 
force and their low income.” 

The average Government annuity, according to latest calculations, is approxi- 
mately $1,400 for employee annuitants and $540 for survivor annuitants of de- 
ceased Government employees. The Congress has made only two adjustments 
in annuities of those in retirement during the period of inflation—one in 1948 
and another in 1952. For those annuitants who participated in both of these 
increases the average addition to the annuity was something less than 50 per- 
cent—a totally inadequate repair to the serious damage inflicted upon their 
annuity dollars by the approximate doubling of the cost of living. Survivor an- 
nuitants, who benefited by only one augmentation of their annuities averaged 
an increase of a little more than 17 percent. These upward readjustments of 
nuities were on a sliding scale, and many annuitants received only one benefit, 
being barred from the second increase by a limitation of $2,160 on annuities 
eligible for participation. 

Living costs are still increasing and reached an alltime peak of inflation in 
July last. The subjection of fixed income to high taxation at a time when its 
purchasing power is being depleted by inflation approaches a form of confiscation. 

We submit, Mr. Chairman, that there should be exemption of annuities and 
pensions from income tax for the following reasons: 

1. A tax on annuities is contrary to the general principle on which income tax 
is based. 

2. A Republican House in the 80th Congress passed a bill exempting from 
income tax the first $1,440 of annuity of retired civil employees of the United 
States. 

3. The Congress has recognized the principle of exemption specifically in the 
Railroad Retirement Act by exempting annuities under such act from income tax. 

4. The Congress has acquiesced in administrative rulings exempting certain 
retirement income from tax, notably in the case of payments under old-age and 
survivors insurance. 

5, Other exemptions have been provided by law or administrative action notably 
the first $3,500 of retired pay of military and naval personnel retired for disa- 
bility, certain veterans’ benefits and pensions, and beneficiaries of some private 
organizations, 

6. The large groups exempted from income tax on annuities as contrasted to 
those large groups not exempted from income tax on annuities form a gross 
example of discrimination in the application of the principle of income tax. 

7. The loss of revenue by extending inecome-tax exemption to those groups of 
pensioners not now accorded such treatment under present law.or administrative 
ruling is not a significant factor. 

8. In the interest of equity and justice among like groups of citizens, the present 
extensive discrimination between groups of annuitants and pensioners should be 
rectified. 

The sixteenth amendment to the Constitution gave the Congress the power 
to levy a tax on incomes from whatever source derived. The Congress under 
this authority has levied taxes on incomes both of individuals and corporate 
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bodies. Obviously the theory of the power to levy this type of tax was based 
upon the earning power of the individual or the corporation. It is patent that 
a very small proportion of individuals in the land are capable of living without 
exerting their earning power hence the income tux in effect is a tax according 
to the ability of the individual or the corporate body to earn. ‘This being the case 
it is submitted that a tax upon annuities or retirement income of the aged or 
disabled is not a tax upon their current earning poWer but is in fact a tax upon 
their past earning power or on their savings for old-age security as reflected in 
their retirement income. In this respect the tax upon this type of income is not 
inherently in conformity with the basic principle of income tax and becomes a 
tax upon the past thrift of the individual and his faithfulness to his employment 
and also on his earning power during his active years in preparation for 
retirement. 

A Republican House of Representatives, by a substantial majority in the 80th 
Congress, approved the principle of exemption of retirement income from tax to 
the extent of freeing the first $1,440 of the annuity of retired persons retired 
under the Civil Service Retirement Act from income tax. ‘This was a direct issue 
in a bill devoted to this single purpose and uncomplicated by any other legislative 
provisions. The Senate did not act upon the bill but its passage by the House, 
and the debate in connection with it, indicated strong approval of the principle 
involved. 

The Congress has given its approval to the principle of exemption of retirement 
income from tax by incorporation of such a provision in the Railroad Retirement 
Act. It has indicated a further approval by continuing to acquiesce in the 
administrative action by which income under OASI of the Social Security Act 
and some other pensions, are exempted from such taxation. In this connection, 
an anomalous situation exists with respect to active employees of the Govern- 
ment in that approximately 900,000 of them are now under social security and 
the remainder, some 1,500,000 are under the Civil Service Retirement Act. The 
former group, when retired, will have completely tax exempt annuities and the 
latter will fall under the laws of taxation. The same disparity exists among 
some groups of State, municipal, and other local government groups 

These examples, and others cited, constitute a pattern of legislative and 
administrative action providing exemption which is thoroughly without coordi- 
nation and which directly results in a grossly inequitable treatment for those 
groups of retirees who are so unfortunate as to be in the groups that are not 
favored. The groups enjoying exemption from income tax form a majority of 
the class in which they fall and the group not enjoying exemption are a minority 
of the class. Present law and administrative action penalize this minority. 

The members of our association, constituted entirely of former Government 
employees and their beneficiaries, still have a deep interest in the welfare of the 
Government and a spirit of loyalty to its highest tradition. We are sympathetic 
to the purposes and policies aimed at achieving a balanced budget and preventing 
increases in the public debt and at the same time to maintain a high level of 
preparedness for the security of the Nation. We helieve that a complete exemp- 
tion of the full amount of retirement income from income tax is in accordance 
with the spirit and intent of the principle of the income tax and is a matter 
of justice to the aged citizens in retirement who have during their active lives 
supported their Government by substantial contributions in the form of taxes on 
their earnings. We realize, however, that to ask for such a complete exemption 
would be impractical at this time and result in too great a loss of revenue at a 
time when the Government is straining to achieve financial stability. 

Our association, with this premise in mind, has endorsed the general principles 
embodied in H. R. 5180 of this Congress, introduced by Representative Mason on 
May 13 last. We are not unmindful in this connection of the many other bills 
introduced at this session looking toward the same or similar results for various 
classes of pensioners and annuitants, Federal, State, municipal, other govern- 
mental units, and retirees from private-business activities. We are grateful to 
Mr. Mason and Mr. Forand of this committee and to Representatives Burdick, 
Corbett, Davis of Georgia, Dollinger, Jonas, Keogh, Lesinski, Miller, Morrison, 
Multer, Rooney, Taylor, Withrow, and others who have sponsored bills on this 
subject. 

Our executive committee, in endorsing H. R. 5180 has done so for a number 
of reasons: 

1. We believe that its provisions will result in only a moderate loss of revenue 
to the Government. Some experts who have studied the bill believe that such 
loss would not be in excess of $50 million a year. 
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2. The bill is an across-the-board bill taking in all classes of retired employees— 
without discrimination in favor of any specially selected governmental or private 
group. It is fair alike to all retirees not presently enjoying any income-tax 
exemption on their retirement income. 

3. It provides an exemption of $1,500 in addition to other exemptions in the 
present law, in the case of annuities or pensions not now exempt and raises the 
amount of exemption of those presently exempt annuities or pensions to the 
$1,500 level. In this way it fully harmonizes the exemption status between the 
groups presently enjoying exemption and those expecting exemption in event 
of the bill’s passage. 

+. It makes provision for a cancellation of the $1,500 exemption provision if 
the retiree earns income during the course of the taxable year from his own labor 
in excess of $900. This provision is in harmony with the general theory of the 
income tax—a tax on earning power. 

5. The bill has the support of a very large proportion of the retirees represented 
by many National, State, and municipal organizations devoted to their interest. 

Mr. Chairman and members of the committee, we hope you will give favorable 
consideration to the general provisions of this measure and include it or some 
similarly adequate exemption in your general revision of the tax laws. We 
believe that the present lack of uniformity in the treatment of retired persons 
is one of the outstanding and glaring cases of injustice and discrimination exist- 
ing in the tax structure today. It is much more harmful to these taxpayers than 
some other inconsistencies in the tax structure, as this particular group of tax- 
payers is subsisting on a fixed income which has been irreparably shattered by 
inflation, and their age and the impairment of their physical strength and capacity 
to earn make it impossible for a very large proportion of them to repair the dam- 
age of inflation. Their only alternatives are decline in their standard of living, 
dissipation of small savings, and denial at times of the necessities, even of 
adequate medical treatment. incident to their advanced years. 

Our association asks for no special tax treatment as former employees of 
the Federal Government. We believe that all aged, whether Federal employees 
or otherwise, are entitled to the same consideration. We rely on the justice of 
the cause and the fairness and the interest of the committee to correct the 
present situation by the enactment of the general provisions of H. R. 5180. If 
the committee, in its wisdom, should see its way clear, to raise the exemption of 
$1,500 to $2,400 and the work earnings level accordingly, we assure you that 
such action would be most welcome and would be an act of justice to a great 
number of people whose years are numbered and who should be relieved from 
this discriminatory taxation while they are still here. 

We sincerely appreciate the opportunity of presenting this statement for your 
consideration and hope that you can ease the burden of this large group of aged 
citizens who have borne increased income tax rates during a long period when 
their fixed income was relentlessly being eroded by inflation. 





The CHairman. Without objection I also wish to insert at this 
point in the record a statement by the National Association of Post- 
masters of the United States, signed by Mr. Raymond V. McNamara, 
president, and Mr. Charles E. Puskar, secretary-treasurer; and a 
statement by John R. Masterson, president, Retired Postmasters Asso- 
ciation of the United States, Harmon-on-Hudson, N. Y. 

Without objection it is so ordered. 

(The statements referred to are as follows:) 


REVENUE REVISION HEARINGS 


. 


It is requested by Charles E. Puskar, secretary-treasurer of the National 


Association of Postmasters of the United States, 1111 17th Street, NW., Wash- 
ington 6, D. C., that the following statement be included in the records of the 
Revenue Revision Hearings of the Committee on Ways and Means: 

The National Association of Postmasters of the United States, with a mem- 
bership of over 31,000 postmasters of the United States, endorses the principles 
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contained in H. R. 5180, but respectfully requests that a tax exemption of $2,400 

be allowed retired postmasters and Federal employees on their retirement 

annuity. 

Your favorable consideration of this proposal will be deeply appreciated 
NATIONAL ASSOCIATION OF POSTMASTERS OF 
rHE UNITED STATES, 

RAYMOND V. MCNAMARA, President. 
CHARLES Kk. PusKark, Secretary-Treasurer. 


STAT! MENT BY JOHN R. MASTERSON, PRESIDENT, R D POSTMASTERS ASSOCIA- 


il 
ION OF THE UNITED STATES, HARMON-ON-HvpDSON, N. 'Y , To Be Fitep Anp IN- 

CLUDED IN THE RECORD OF REVENUE REVISION HEARINGS OF THE COMMITTEE ON 

Ways AND MEANS, Room 1102, New House Orrick BUILDING, WASHINGTON, D. C. 

The Retired Postmasters Association of the United States, representing retired 
postmasters from every class of post office in all States of the Union, endorses 
the principles contained in H. R. 5180, but respectfully requests that the amount 
of tax exemption on annuities contained in that bill be increased from $1,500 to 
$2,400. Inflation and the high cost of living has worked an undue hardship 
upon our membership. 

The consideration of this proposal by the members of this committee will be 
deeply appreciated. 

The CuartrMan. The next witness is Miss Helen MacFarland of the 
Connecticut Education Association, Hartford, Conn. We are very 
glad to have you here, Miss MacFarland. 


STATEMENT OF HELEN MacFARLAND, CONNECTICUT EDUCATION 
ASSOCIATION, HARTFORD, CONN. 


Miss MacFartanp. Mr. Chairman and members of the Ways and 
Means Committee: I am Helen MacFarland, a teacher in Willimantic, 
Conn. I represent the Conecticut Education Association, a voluntary 
organization of over 11,000 members engaged in educational work. 
We wish to go on record in favor of H. R. 5180, an exemption proposal 
for retirement incomes. We believe this legislation, by reducing cer- 
tain discriminations in present tax policy concerning retirement in- 
comes, would move toward the goal of treating all retired persons with 
equity. 

As of May 1953, we had in Connecticut 1,465 teachers on retirement, 
about 1,000 of whom receive $1,200 or more. The average pension for 
those who retired prior to 1943 was $884. Since our retirement is on 
a contributory basis, 5 percent of the salary going into the retirement 
fund, we fall under the annuity rule. Ina few years, therefore, retire- 
ment benefits become fully taxable, which has the effect of reducing 
the amount of retirement income. 

Retired teachers, together with other retired persons, are living on 
incomes which were fixed when their purchasing power was as much 
as 90 percent greater than today. In fact, when Connecticut’s oldest 
living teacher retired in 1918, it would have made little difference 
whether her retirement was taxable or exempt. In 1953, however, 
increasing numbers of retired teachers are facing serious economic 
problems. A few within our knowledge have been forced to accept 
charity or public welfare assistance. 
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Supplementary means of income are relatively difficult for retired 
teachers to come by. Connecticut law forbids them to accept more 
than 60 days per year of substitute teaching, and the rigors of New 
England winters, together with advancing years, further limit the 
types of gainful activity open to them. The modest amounts of teach- 
ing salary, particularly in the 1920’s and 1930’s, coupled with family 
responsibilities, largely precluded sufficient savings or investments to 
provide a reasonable financial margin at today’s costs. 

In conclusion. therefore, we believe that H. R. 5180 re presents a wise 
and equitable use of a portion of our national resources, both human 
and material. We believe that by leaving in the hands of these retired 
teachers a few additional dollars for them to spend on rent, food, 
clothing, insurance, medical services, etc., you would contr ibute to the 
mental “he alth and self-re spect of these older citizens. At the same 
time, we believe that such a course would be consistent with both the 
vigor of the national economic system and with the spirit of individual 
enterprise of the present administration. 

The Cuairman. We thank you very much for your appearance here, 
Miss MacFarland, and for the contribution you have made to the 
committee. Arethere any questions! The Chairhearsnone. Thank 
you. 

The next witness is Mr. W. G. Pence of the Iowa St ite Education 
Association, Des Moines. State your name and the ¢ apacit vy in which 
you appear and we will be glad to hear you, Mr. Pence. 


STATEMENT OF W. G. PENCE, SUPERINTENDENT OF SCHOOLS, FAIR- 
FIELD, IOWA, REPRESENTING THE IOWA STATE EDUCATION 
ASSOCIATION, THE SOUTHEAST DISTRICT OF THE IOWA STATE 
EDUCATION ASSOCIATION, AND THE IOWA ASSOCIATION OF 
RETIRED TEACHERS 


Mr. Pence. Iam W. G. Pence, superintendent of schools at Fair- 
field, Iowa, representing the Iowa State Education Association, the 
Southeast District of the Iowa State Education Association, and the 
Iowa Association of Retired Teachers. 

The organizations I represent have taken affirmative action with 
regard to H. R. 5180 and are interested enough in the measure to ask 
me to represent them before this committee. 

I had the privilege of attending a meeting of several groups in 
Washington on April 16 when certain features of H. R. 5180 were 
discussed and a meeting of minds was reached with regard to several 
features of the bill finally introduced. 

It is the feeling of the groups that I represent that H. R. 5180 is 
desirable for the following reasons: 

(1) Inflationary tendencies have made all retirement incomes much 
less adequate than they have been in the past. 

(2) In the teaching profession, historically characterized by low 
comparative salaries in view of the preparation involved, the ade- 
quacy of retirement provisions is an increasingly important factor in 
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inducing new teachers into the profession and holding those with 
proper Diteins and experience. 

(3) In the lower income schedules, it does not appear logical that 
funds derived from tax funds in whole or in part should be taxed when 
a retirement income is below the level that will maintain a respectable 
standard of living. 

(4) The provision of the bill to exempt only the first $125 of retire- 
ment income is an extremely modest provision for exemption and rep- 
resents a standard of living under present conditions below which 
retired individuals cannot, with jus atic e, be expected to live. 

(5) The bill cannot be considered as class legislation from any 
point of view. It applies to all retired individuals and does not lower 
the exemptions that have been granted to some groups by earlier 
legislation. 

(6) The definitions of retirement income of retired individuirals, of 
work income, of months of retirement, are all simply and comprehen- 
sively stated and not subject to misinterpretation or abuse. 

(7) The action of the General Assembly of Iowa during the session 
just closed enacted legislation placing teachers under social security 
and enacting a supplemental state plan. For this reason, the groups 
represented by me are more vitally interested than before in H. R. 5180. 

(8) Under the Iowa supplemental plan, retirement income received 
under this plan is not a deferred payment for services entirely but is 
a form of retirement saving by the retired individual who has con- 
tributed from income upon which income tax was or could have been 
paid at the time of earning by the retired person. If this retirement 
income is taxed again, it would mean double income taxation (a) at the 
time of earning; (0) at the time of receiving the income through 
retirement benefits. There is so much variation among the several 
retirement groups with regard to the amount contributed by the re- 
tired individual that the simplest and probably the only workable plan 
is to exempt a nominal amount of retirement income provided in 
H. R. 5180 from Federal income tax. 

For these reasons and reasons that have been presented very ade- 
quately by other groups, it seems to me we are justified in asking your 
very favorable consideration of H. R. 5180. 

May I also say that just a few of the State associations are per- 
mitted to appear here this morning, but I am quite certain from my 
contacts with officers of those associations that every one of them 
would be glad to send representatives to appear before this committee 
and to support this measure, which has the unanimous approval of 
the National Education Association. 

Thank you very kindly for allowing me to present this statement. 

Mr. Simpson (acting chairman). We thank you, Mr. Pence. Are 
there any questions? The Chair hears none. 

The next witness is Miss Isabel Epley, representing the Pennsyl- 
vania State Education Association and the Pittsburgh Retired Teach- 
ers Association. 

We welcome you, Miss Epley. If you will give your name and 
the capacity in which you appear. 
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STATEMENT OF ISABEL EPLEY, REPRESENTING THE PENNSYL- 
VANIA STATE EDUCATION ASSOCIATION; THE PITTSBURGH 
TEACHERS ASSOCIATION; AND THE PITTSBURGH RETIRED 
TEACHERS ASSOCIATION 


Miss Ertey. Mr. Simpson and members of the committee, my name 
is Isabel Epley. I am representing the Pennsylvania State Educa- 
tion Association, with over 57,000 members; the Pittsburgh Teachers 
Association, with 2,000 members; and the Pittsburgh Retired Teach- 
ers Association, with over 500 members. ‘These groups have consist- 
ently endorsed the principle of exemption of retirement income from 
Federal income tax on as nearly a uniform basis as possible as being 
the best practicable way of giving some much needed financial relief 
to those retired persons whose incomes are fixed and not adjustable to 
the changing economic conditions of an inflationary period. 

We have studied carefully the statement of the National Education 
Association presented by Mr. Wyatt, and in the interest of conserv- 
ing your time by repeating as little as possible, we wish to go on rec- 
ord as endorsing that statement completely. 

We realize that ironing out the inequities and inconsistencies that 
creep into the law or administrative rulings is often tedious and a 
long-range project. However, because of the immediate and urgent 
need for relief for retired persons on fixed incomes, we trust you will 
find it possible to support the type of legislation represented by H. R. 
5180 now. 

I appreciate greatly your courtesy in giving me an opportunity to 
state our position. 

Mr. Simpson. We appreciate your appearance, and note your en- 
dorsement of the bill. Any questions ? 

Mr. Esrernarrer. There is one thing I would like to go in the record 
at this point. I think there was a decision of the Supreme Court of 
Penns ylv: ania with respect to contemplated action or action by the 
legislature in an attempt to increase the pensions of retired teachers, 
and the supreme court ruled that it could not be done, that is that the 
State could not increase the pensions. Was that the effect of that 
decision ? 

Miss Eprtey. The effect of that decision was to make the legislature 
give very little consideration to the bill we had in. The decision was 
made on the basis of a case on account of the county employees’ retired 
eroup, but the State legislature felt that the decision of the supreme 
court would affect all governmental groups, and so it was impossible 
for us to get any legislation increasing retirement annuities. 

Mr. Eseruartrer. Thank you. That is what I wanted in the record. 

Mr. Suwpson. The next witness is Mr. Thomas G. Walters of the 
Government Employees’ Council, American Federation of Labor. 


STATEMENT OF THOMAS G. WALTERS, OPERATIONS DIRECTOR, 
GOVERNMENT EMPLOYEES’ COUNCIL, AMERICAN FEDERATION 
OF LABOR 


Mr. Warrers. Thank you, Mr. Chairman and members of the com- 
mittee, for the record, my name is Thomas G. Walters. I am opera- 
tions director of the Government Employees’ Council, affiliated with 
the American Federation of Labor. In the council we have 23 mem- 
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ber unions whose membership in whole or in part are Federal or postal 
employees, with a total of one-half million members. 

With your permission, I have a statement prepared by Mr. E. C. 
Hallbeck, legislative representative of the National Federation of Post 
Office Clerks, who is listed on your agenda, and he is out of the city 
and requested that I ask permission that his statement be inserted in 
the record. 

Mr. Stmpson. Without objection it will be inserted in the record at 
this point. 

(The statement referred to follows :) 


STATEMENT OF E, C. HALLRECK, LEGISLATIVE REPRESENTATIVE, NATIONAL FEDERA- 
TION OF Post OFFICE CLERKS, WITH RESPECT TO THE EXEMPTION OF CIVIL SERVICE 
ANNUITIES FRoM FepERAL INCOME Tax, ON THURSDAY, AUGUST 18, 1953 


Mr. Chairman and members of the committee, my name is E. C. Hallbeck and 
I am the legislative representative of the National Federation of Post Office Clerks 
an organization of some 110,000 members with offices at 711 14th Street NW., this 
city. 

For a long number of years, conventions of our organiaztion have adopted res- 
olutions favoring the exemption of amounts received by annuitants under the 
Civil Service Retirement Act from Federal income taxes. This position has 
been based largely on two premises. First, that the recipients of civil-service 
annuities are, in most instances, people in such humble economic circumstances 
that the imposition of a tax on their meager annuities actually takes food out 
of their mouths. 

The second premise, and one with which I heartily concur, is based on the fact 
that other annuities paid in whole or in part by our Federal Government, or 
administered by our Federal Government, are tax exempt and the taxation of 
civil-service-retirement annuities under such circumstances is an unjust discrim 
ination. 

With the exception of pensions or annuities payable to those who were for- 
merly in the military or naval services, virtually all other pensions or annuities 
administered by the Federal Government result from joint contributory plans 
paid for by the employer and the employee. The civil-service annuity is no 
exception to this rule insofar as contributions are concerned, but it is a distinct 
exception in that benefits to annuitants are treated as taxable income. We be- 
lieve that the exemption of civil-service-retirement annuities from Federal in- 
come tax is a logical and necessary extension of the treatment already accorded 
annuitants paid under other systems, including social security, which are ad- 
ministered either in whole or in part by our Federal Government. 

For the foregoing reasons, we urge this committee to include in any general 
revision to the tax laws, which may be recommended, specific provisions exclud- 
ing from Federal income tax amounts received as annuities under the Civil 
Service Retirement Act. 

Mr. Watters. Mr. Hallbeck favors the principle of the exemption 
of annuities from taxation. 

I also have been out of the city, and my secretary has been in the 
hospital, and I thought I had arrangements made to have my state- 
ment prepared and brought to the committee yesterday, but that was 
not done, and with your permission I would like to prepare and file 
it tomorrow. 

Mr. Simpson. Without objection it may be filed tomorrow. 

Mr. Wacrers. Thank you very kindly. 

Mr. Simpson. Thank you for eppearing. 

(The following statement was submitted by Mr. Walters :) 


POSITION OF GOVERNMENT EMPLOYEES’ COUNCIL OF THE AMERICAN FEDERATION OF 
LABOR, Re Topic 37, ANNUITY TAx EXEMPTION 


Mr. Chairman and members of your committee, by way of introduction, my 
name is Thomas G. Walters, operations director of the Government Employees’ 
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Council of the American Federation of Labor, 100 Indiana Avenue NW., Wash- 
ington, D. C. 

The Government Employees’ Council of the American Federation of Labor is 
made up of 23 national and international unions, whose membership, in whole 
cr in part, are civil-service employees. The total Federal employee membership 
of the Government Employees’ Council is more than 500,000 members. 

The Government Employees’ Council extends to you our thanks and apprecia- 
tion for holding hearings on the question of exemption of annuities and pensions 
from Federal income taxes, 

We have long advocated that it is not just and fair for former Federal 
employees to be required to list for income-tax purposes the amount of annuities 
they receive under the provisions of the Federal retirement system. These 
people have consistently paid their proportionate share of taxes during their 
working career. In the background for the establishment for the Federal retire- 
ment system you will find no reference made to the fact that the employees’ 
annuities would at some future date be subject to Federal taxation. The 
exemption of Federal annuities from the Federal income-tax structure is no 
new venture, because other types of annuities and retirement benefits have long 
been exempt from the Federal income-tax law. 

We respectfully urge this committee to favorably report a bill exempting 
from the Federal income-tax laws all annuities received by annuitants under 
ihe Federal retirement system. 

Mr. Srupson. The next witness is Mr. Luther C. Steward, presi- 
dent of the National Federation of Federal Employees. 

[ am informed that Mr. Steward was here but had to leave to keep 
a 12 o’clock appointment, and he requests permission to file his pre- 
pared statement. Is there objection? The Chair hears none. With- 
out objection, it is so ordered. 

(The statement referred to is as follows:) 


STATEMENT OF LuTHER C. STEWARD, PRESIDENT, NATIONAL FEDERATION OF FEDERAL 
EMPLOYEES, IN Re PROPOSAL TO EXEMPT ANNUITIES PaIp UNDER THE FEDERAL 


RETIREMENT SystEM I’'roM INCOME Tax 


Mr. Chairman and members of the committee, on behalf of the membership 
of the National Federation of Federal Employees, numbering more than 100,000 
and loeated in each of the 48 States, the Territories, and insular possessions, 
we desire to submit to you the unfairness of the treatment of members of the 
Wederal retirewent system with regard to income tax 

Beneficiaries of the Federal old-age and survivors insurance system are not 
taxed on their annuities. Annuities paid under the railroad retirement system 
are not taxed. Disability pensions paid to members or former members of the 
Armed Forces of the United States (a noncontributory pension system) are not 
taxed 

The facts are simple and simply involve the placing of members of the Federal 
civil-service retirement system on an equality with other annuitants and pen- 
sioners who at present are receiving preferential treatment. 

At the 1952 convention of the National Federation of Federal Employees the 
following resolution was unanimously adopted : 

‘Whereas, annuities paid under the Railroad Retirement Act are not subject 
to Federal income tax; and 

“Whereas benefits paid under Social Security Act are also exempt: There- 
fore be it 

Resolved, That the National Federation of Federal Employees go on record 
as favoring and urging the enactment of legislation exempting annuities under 
civil-service retirement laws from Federal income tax.” 

We urge early and favorable action to remedy existing injustice. 


Mr. Simpson. The next witness is Mr. Jerome J. Keating, vice presi- 
dent of the National Association of Letter Carriers. Mr. Keating, 
we welcome you, sir. 
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STATEMENT OF JEROME J. KEATING, VICE PRESIDENT, 
NATIONAL ASSOCIATION OF LETTER CARRIERS 


Mr. Keattna. Mr. Chairman and members of the committee, my 
name is Jerome J. Keating. Iam vice president of the National Asso- 
ciation of Letter Carriers, an organization representing over 108,000 
letter carriers located in every State of the Union, Hawai, Puerto 
Rico, and Alaska. I appreciate very much the opportunity of appear- 
ing before you to testify in behalf of legislation exempting retirement 
income from taxation. 

Without a doubt, one of the major social problems of our times is 
the problem of the aged. In a scientific progressive world, medical 
science is gaining for individuals a longer lease on life; our technical, 
mechanical, scientific advances, and improvements in production 
techniques are compelling the aged to move into a retirement status. 
In Government we find this procedure progressing at an ever-increas- 
ing pace. The economies in the postal service, such as curtailed 
delivery, and the pressure for more production are forcing letter 
carriers to retire at an earlier age. 

The continually increasing cost of living has as its most unfortunate 
victims our older people who are attempting to live on annuities which 
at one time were perhaps sufticient for a modest existence, but are no 
longer adequate. 

In a recent book, Criteria for Retirement, the author, Geneva 
Mathiasen, makes this pertinent observation : 

“Of the 100 sublunary blessings bestowed upon mortals health is 99.” This 
quotation on the title page of a book on centenarians published in London in 
1799 is particularly applicable to aged persons today. Unfortunately longevity 
is not synonymous With optimum health, The advances in medical science have 
gone a long way to control acute and infectious diseases but there still remain 
a host of disorders to beset mankind in his later years. These are characterized 
by Carlson and Stieglitz as the “silent, sneaking, fifth-columnist type of saboteurs.” 

While it appears that there are no diseases peculiar to old people, the aging 
process (does materially change the clinical manifestations of illness. The physi 
cal condition of older persons is complicated also by the fact that disorders in 
old age seldom come singly. They tend to overlap and react upon each other. 
And the general retardation of the physiological processes prolongs recovery 
from injury or disease. 

The health problems of older people become much more difficult in 
face of the fact that the vast majority of them do not have, and in most 
instances are denied, the right of health-insurance protection. 

The Congress of the United States has recognized the fact that old 
people living on small incomes do have a special case and, because of 
that, the annuities of those under social security and railroad retire- 
ment have been exempted from taxation. We are here today to sup- 
port the principle contained in the Mason bill, H. R. 5180, and the 
other bills that you have before you providing for the exemption of 
retirement income from taxation. I mention the Mason bill in par- 
ticular because it provides an exemption from taxation for retirement 
income up to $1,500 per year. 

We do believe that the amount of exemption contained in the Mason 
bill is not sufficient. It is our opinion that it is inadequate and that 
there should be an exemption of $2,400 per year. We base that con- 
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clusion on the fact that the maximum exemption under the Railroad 
Retirement Act amounts to $2,467.20, and the maximum exemption 
under social security for family benefits amounts to $2,026.80. 

We are well aware of the fact that the Federal Government needs 
every cent that it can raise in view of the large public debt, and the 
vast expenditures required because of the critical world situation. 
We are also aware, however, of the fact that the Congress has recog- 
nized the need of additional tax exemption for those under social 
security and railroad retirement. We believe that this exemption 

hould be extended to those under civil service retirement, and to all 
receiving retirement income. We again point out that the rising tide 
of living costs has engulfed these people—they are entitled to special 
consideration. 

We appreciate greatly the deep interest shown in this subject by 
many Members of Congress. We believe their interest in this sub- 
ject 1s essentially one of fair play. We are thankful to Congressmen 
Mason and Forand, of this committee, and to Congressmen Burdick, 
Rooney, Multer, Davis of Georgia, Dollinger, Taylor, Jonas, Keogh, 
Withrow, Lesinski, Miller, Morrison, Corbett, and others who have 
introduced bills on this subject. 

We hope that this committee will give early and favorable consid- 

eration to this legislation. A few years back, people in the retire- 
ment-income group were not usually required to pay taxes. Now they 
are caught between the moving wheels of rising prices and increasing 
taxes. While their income under civil service retirement has ine peamen 
only 25 percent, at the maximum, the cost of living has gone up $ 
percent and taxes 100 percent. 

We would be happy to see this committee make a favorable report 
early in the 2d session of the 83d Congress on the Mason bill, amended 
to permit larger exemptions. 

I wish to thank you for giving me an opportunity to present this 
testimony. 

The CHamman. We thank you very much for your appearance here. 
Did you read your entire statement ? 

Mr. Kearine. Yes. We “em submit additional testimony. Lis- 
tening to the testimony today, I rather expected that more witnesses 
would ask that the exen iption . increased over $1,500. We do not 
believe that $1,500 is a realistic figure today. It was several years 
ago, but we believe that any legislation should provide a minimum 
exemption of at least $2,400 to be consistent with other exemptions. 

The Cramman. I do not know of anything that would give me 
greater pleasure than to go home and stand before my people and 
say, “I favor eliminating all taxes.” It would be a wonderful thing 
to say tothem. But we havea fiscal problem. For every increase of 
$100 in exemption the cost in revenue is about $2 billion. We are 
pouring billions into other nations, and France today is carrying on 
a strike which is most detrimental to our own American citizens, many 
of whom are there as tourists. I am very sympathetic. I remember 
when the exemptions were up to $3,000 and $2,500. We have got to 
start doing something for our own people. 

Mr. Keatine. That is true, Mr. Chairman, and if I might add, the 
cost of this exemption is quite limited. And by making the exe mption 
larger you are taking care of some of the unfortunate people who 
often retire with disabilities. 
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The Cuarrman. My sympathies are with you entirely. 

The next witness is Mr. Harry L. Senger of the National Retired 
Teachers Association, Cincinnati. We are glad to have you here, Mr. 
Senger. 


STATEMENT OF HARRY L. SENGER, NATIONAL RETIRED TEACHERS 
ASSOCIATION, CINCINNATI, OHIO 


Mr. Sencer. Mr. Reed and members of the committee; I shall not 
take up your time with an individual statement. The people whom 
I represent, the National Retired Teachers Association, have had 
their y jews expressed by Dr. Andrus, who has already made a state 
ment, and all 1 would say is that the Ni itional Retired Teachers Asso- 
ciation represented by me concurs in this statement. 

I thank you for the opportunity to appear. 

The Cuatrman. Wethank you. Are youa graduate of the Univer- 
sity of Cincinnati ! 

Mr. Sencer. I am. 

The Cuarrman. That is very fine. I feel very close to that uni- 
versity. I had very happy times there. 

Mr. Sencer. I think I graduated there about the time you were 
football coach there. 

The CuHatrman. Thank you for your appearance, 

The next witness is Dr. F. L. B lasingame, American Medical Asso- 
ciation, Wharton, Tex. Is Dr. Blasingame here? Apparently not. 

The next witness is Mr. James A. Campbell, national president of 
the American Federation of Government Employees. We are very 
glad to see you here, sir. Just give your name and the capacity in 

which you appear and we will be gl: ad to hear you. 


STATEMENT OF JAMES A. CAMPBELL, NATIONAL PRESIDENT, 
AMERICAN FEDERATION OF GOVERNMENT EMPLOYEES 


Mr. Camrpsein. For the record, my name is James A. Campbell. I 
am national president of the American Federation of Government Em- 
ployees, an organization made up of the career-service employees of 
the United States Government. 

With your permission, I should like to insert a prepared statement 
in the record and to ask the distinguished members of this committee 
to give earnest consideration to our proposal to exempt these retired 
employees from the payment of income taxes. 

I thank you very much for this opportunity to appear. 

The CratrMan. We thank you for your appearance, and without 
objection your statement will be inserted in the record. 

(The statement referred to is as follows:) 


STATEMENT OF THE AMERICAN FEDERATION OF GOVERNMENT EMPLOYEES ON BILLS 
To ExeMpT RETIREMENT INCOME FROM TAXATION 


My name is James A. Campbell, national president of the American Federation 
of Government Kmployees, an affiliate of the American Federation of Labor. I 
am appearing before this committee to speak in the interest of employees in the 
Federal civil service and the service of the government of the District of 
Columbia. 


37746—52—pt. 3 22 
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These are employees provided with an annuity under the provisions of the 
Civil Service Retirement Act I shall direct my remarks specifically to the 
interest of these employees, although I would like to indicate my concurrence 
in the argument that other public-service employees should benefit similarly. 

The annuity which a civil-service employee receives upon his retirement from 
active service is a relatively small amount. For this and other reasons it should 
be exempted from income tax and other tax levies which will reduce it still 
further. 

The removal of liability for taxation might well be upen to some question 
if it were a case of providing a special group with a special privilege which 
would relieve the members of that group from paying out in taxes sums of 
money which would provide them with luxuries. However, that is certainly not 
true of civil-service-retirement annuity. 

In the fiscal year ending June 30, 1952, the average Federal civil-service 
annuity was $1,188. Expressed in terms of the 1939 dollar, this average annuity 
has the buying power today of $620; 50 percent of the number of persons at 
present on the retirement rolls are receiving this amount. Of the total number 
f annuitants, 75 percent are receiving less than $1,560 a year. This amount 
is equal to $800 in 1939 purchasing power. In other words, three-fourths of the 
176,330 persons who were receiving a Federal civil-service annuity on June 30, 
1952, were being paid less than $1,560. Of the 39,902 survivor annuitants, 99 
percent were receiving an annuity below $1,560. It may be noted in passing that 
approximately 60 percent of the total number of employee annuitants were re- 
ceiving an annuity because of disability, involuntary separation by reason of 
reduction in force, or for having reached the mandatory age of 70. 

These figures emphasize two points: (1) The sum paid the individual is small; 
and (2) the annuity received in the majority of instances makes it possible for 
the individual just to get by. When we consider figures such as these, we are 
in reality concerned with subsistence living. The amount involved is small even 
in relation to today’s income figures, and when we realize that in proportion to 
the amount of goods and services these annuities could buy at prewar prices, 
they represent even smaller sums. 

My purpose in referring to the depletion of the value of annuities by the rise 
in living costs is to emphasize the fact that we are concerned with small an- 
nuity payments which would provide a relatively low tax payment, and in many 
eases no tax liability whatever. However, in view of the small incomes these 
annuities provide, even a smaller amount of tax would be large in proportion to 
the annuity and in proportion to the demands upon that income. It is a question 
of personal hardship for persons who in the majority of instances are advanced 
in years and are depending upon their annuity income for subsistence and 
shelter as well as for medical care. In every case, the annuity represents a 
substantial reduction of income. 

Under existing income-tax policy, the recipient of an annuity, pension, or re- 
tirement check is allowed to recover tax-free whatever investment he has made, 
that is, without any obligation to pay an income tax on the annuity payment 
equal to his investment. Once the sum of these payments equals the amount 
the annuitant has invested, he has full tax liability on all annuity payments 
thereafter, subject, of course, to exemptions on deductions for other reasons. 

If an annuity, pension, or retirement plan contains no capital of the taxpayer, 
all payments are taxable, unless they are excepted by law. This exception by 
law is at present provided for Government pensions to veterans or their families 
social-security benefits, and railroad-retirement pensions. It should be noted 
that, while in some cases civil-service annuities exceed social-security benefits, 
the individual employee makes a larger contribution: 6 percent is deducted 
from his annual salary or wage and it is estimated that the average retired 
employee has through his contributions paid for 15 percent of the cost of his 
annuity. 

The social-security law was passed when the country was suffering from a 
severe economic depression. The amount of payment involved was small and 
it was therefor exempted from all legal demands upon it, to guarantee to the 
individual the receipt of the entire amount due him. We believe that the same 
reasoning which was applied to social-security benefits and to those provided 
under the Railroad Retirement Act should be applied to the annuities provided 
employees in the public service. 

By way of summary, the problem with which we are dealing here is one of 
attempting to provide a very modest income for persons who have served their 
Government well. If they are receiving even the low average annuity, it means 
that they have had an appreciable amount of service. To maintain the con- 
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tinuity of our Government operations, it is imperative that we must have at 
least the basis for a career service. The Federal Government has a high rate 
of turnover of personnel, and the turnover rate should be reduced for the sake 
of efficiency and sound operation of government. It can be reduced only if the 
Government has a few advantages to offer, one of which is a retirement annuity 
which would be a little better than the individual could purchase commercially. 
It still will be small enough that no one need to be greatly upset and con- 
siderably worried because a Government employee is singled out for preferred 
treatment, 

When 80 percent of the annuitants received less than $2,000, and that after a 
considerable period of service, it should be evident that there is no opportunity 
for luxurious living. We are dealing with subsistence living and it seems desir- 
able to remove the possibility of taxation from the smaller amounts received. 
It is imperative that we give these employees some assurance that they will be 
relieved of extreme want in later years when they are no longer able to provide 
for themselves. 

The CuHarrman. The next witness is Mr. W. E. Orr, representing 
the Arkansas Education Association. Mr. Orr, we are glad to see you 
here. You have come a long way to testify here, and we appreciate it. 


STATEMENT OF W. E. ORR, ARKANSAS EDUCATION ASSOCIATION 


Mr. Orr. Mr. Chairman and members of the committee, I am W. E. 
Orr of Searcy, Ark., and am making this statement as a member of 
the Arkansas Education Association. 

The Arkansas Education Association, representing over 11,000 
teachers, urges your favorable consideration of H. R. 5180. The re- 
duction in tax income to the Federal Treasury would be insignificant 
in its effect upon the Federal budget, but the relief which this measure 
would provide would be most significant to thousands of retired 
teachers. 

Any form of discrimination is undesirable. Discrimination in the 
area of taxation is particularly abhorrent. If the welfare of not a 
single retired teacher in Arkansas were affected by the provisions of 
H. R. 5180, the AEA would still stand united in its support. The 
Congress should establish a universally applicable policy in the exemp- 
tion of retirement income from taxation. 

The CuarrMan. We thank you very much, Mr. Orr. 

The next witness is Mrs. May C. Smith of the New Jersey Education 
Association. We are very glad to have you here, Mrs. Smith. 


STATEMENT OF MRS. MAY C. SMITH, VICE PRESIDENT, NEW 
JERSEY EDUCATION ASSOCIATION 


Mrs. Smiru. Thank you, Mrs. Reed and members of the Ways and 
Means Committee, I am May C. Smith, vice president of the New 
Jersey Education Association. 

The New Jersey Education Association, representing approximately 
30,000 teachers in active service and 5,000 retired teachers, whole 
heartedly endorses H. R. 5180. 

Since this bill will practically eliminate present discriminatory 
practices in the tax treatment of all retired groups and thus provide 
an equitable protection for all of our retired population, the New 
Jersey Education Association strongly urges the House Ways and 
Means Committee to support H. R. 5180 and to recommend its passage 
by the 83d Congress. 

Thank you very much for the opportunity of appearing before you. 
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The Cuatrman. Thank you for your appearance. 

The next witness is Mr. George W. Webb. 

Mr. Webb, you come from the hometown, I believe, of Representa- 
tive Jenkins, a very distinguished and able member of this committee. 

Mr. Wess. That is correct. 

‘The Cuarrman. We are very glad to welcome you here. I believe at 
the present time you are secretary of the Southeastern Ohio Super- 
intendents’ Association, which represents about 17 counties 

Mr. Wess. That is right. 

The Cuarrman. I have a note from Mr. Jenkins. He is engaged 
in other matters and could not be here, but wanted me to know you 
are one of the distinguished citizens of his town. 

Mr. Wess. Thank you. 


The Cuairman. You may proceed with your statement. 


STATEMENT OF GEORGE W. WEBB, IRONTON, OHIO, REPRESENTING 
OHIO EDUCATION ASSOCIATION 


Mr. Were. Mr. Chairman and members of the committee, I am 
George W. Webb, county superintendent of schools, Lawrence County, 
Ohio, and representing the Ohio Education Association comprised of 
10,000 members and the Ohio County Superintendents Association 
comprised of 88 members. I am here to testify in support of H. R. 
VLU, 

The Soonounae plight of the teachers of Ohio and of the United 
States is such that it warrants some consideration from your com- 
mittee. ‘The honorable members of this committee are aware of the 
tact that the teachers have been the poorest paid of all professional 
groups and yet have rendered an invaluable service in promulgating 
the principles of this great democracy. In order to maintain our 
present standard of education in the State of Ohio and retain efficient 
teachers in the classroom, some action must be taken in the near fu- 
ture to guarantee an income at retirement age which will be conducive 
to our teachers. It is an impossibility for them to accumulate for old 
age. ‘Therefore, they must depend entirely upon a retirement income 
which is in: ulequate to properly support an individual at present liv- 
ing standards. Since many of the other retirement systems are 
granted exemptions on a portion or on all of their retirement income, 
[ do not think it just for teachers and members of other retirement 
systems to be discriminated against. Therefore, the teachers and 
superintendents of Ohio believe that all retired persons deserve equal 
tax treatment and are therefore asking favorable consideration by 
your committee for H. R. 5180. 

The Cuarrman. We thank you very much for your contribution to 
the committee. 

The next witness is Mr. Robert R. Decormier, representing the New 
York State Teachers Association. We are glad to have you here, Mr. 
Decormier. 
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STATEMENT OF ROBERT R. DECORMIER, PRESIDENT, NEW YORK 
STATE RETIRED TEACHERS ASSOCIATION 


Mr. Decormirr. I am glad to be here from New York and to greet 
ene of our distinguished citizens. 

Lam Robert R. Decormier, president of the New York State Retired 
Teachers Association. Representing the New York State Teachers 
Association and the New York State Retired Teachers Association, 
I wish to register their official support of H. R. 5180. 

Both associations would like to especially call attention to the fact 
that the payment of income tax creates a hardship for most retired 
teachers. 

For this and other reasons both associations endorse the memoran- 
dum submitted to the Joint Committee on Internal Revenue ‘Taxation 
by the National Education Association. 

Both associations concur in the testimony presented by Robert H. 
Wyatt representing the NEA. 

Both associations also concur in the testimony given by Dr. Ethel 
Percy Andrus, president of the National Retired ‘Teachers Association, 

The Cuarrman. We thank you very much, sir. 

Mr. Decormier. And, Mr. Chairman, I will see that your teacher 
gets a report of the courteous treatment we have received here this 
morning. 

The Cuatrman. Thank you very much. 

Mr. Kine. Mr. Chairman, inasmuch as I have received word from 
several persons from my State interested in the testimony that was 
to be given to the committee today indicating an apprehension that 
perhaps a good atte1 idance or a full attendance, of the committee 
might not be possible at this time, I think it might be well for you 
to make clear that the fact that there are but 6 or 8 of us here at this 
time and under the circumstances that certainly does not indicate a 
lack of interest in the message the witnesses are bringing to us today. 
Most members of the committee are most anxious to be here, and the 
fact there is not full attendance at this time, after the close of the 
Congress, does not indicate lack of interest, nor does it mean that con- 
sideration will not be given to the testimony by all members of the 
committee, whether or not they are present. 

Mr. Cuarrman. Thank you for that suggestion. On _ several 
occasions I have indicated to those who have come here to testify 
that althongh there is a limited number present at times, as Repre- 
sentative King points out, that does not indicate lack of interest. 
Many of our members are on trips of great importance to the welfare 
of this country, and I want to assure the people here that those of us 
who are here and those who are absent will give the most careful 
attention to everything that has been submitted in the way of testi- 
mony and the filing of documents. Not only that, but all of this 
information is immediately going to be available to a large number 
of experts studying every phase of everything that has been presented 
here. 
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You might be interested to know that we have sat here during the 
past 6 months and have heard over 1,300 witnesses, so that our task 
has not been an easy one, but we have given careful attention to all 
of the testimony that has come in here, and you may be sure that 
those who are absent from this committee at this time will study all 
of this testimony. It is all going to be printed, and they will examine 
it carefully. 

And I want to impress on the people that this is one of the greatest 
jobs undertaken in the United States in a century so far as legislation 
is concerned. We have a great cross section of information from all 
parts of the country, and out of it we hope to make the first revision 
of the revenue laws in 75 years. 

I am very glad Representative King brought that matter to 
the attention of this splendid audience this morning. 

Mr. Foranp. May I add to what has already been said, Mr. Chair- 
man, in line with the statement the chairman himself made some 
time ago, that it was necessary for us to obtain this cross section view- 
point, so that the staff can correlate the work and have something 
ready to present to the full committee when we get back here in Janu- 
ary, and by that time be in position to have the report ready so that 
we can take some action. 

The Cuarrman. I want to thank the gentleman for his observation. 

And while I am on this, I want to express my deep appreciation to 
you gentlemen who have been here at these hearings during all of 
this time, when many of you, including myself, would like to have 
been in other parts of the « ‘ountry. 

Our next witness is Miss Ellen Solomonson, for the Michigan 
Education Association. 


STATEMENT OF MISS ELLEN SOLOMONSON, REPRESENTING THE 
MICHIGAN EDUCATIONAL ASSOCIATION 


Miss SotomMonson. Mr. Chairman and members of the committee, 
for the record my name is Miss Ellen Solomonson, of Sault Ste Marie, 
Mich., speaking on behalf of the Michigan Educational Association, 
and represent ing some 36,000 members. 

I would like to request permission to include in the record the fol- 
lowing telegram from our executive secretary. 

The CuarrkMan. Without objection it is so ordered. 

Miss SoLOMONSON. The telegram reads: 


The Michigan Educational Association has gone on record as favoring a rea- 
sonable exemption of retirement income from the Federal income tax for all 
retired persons and aiporese and stand taken on this issue by the recent repre- 
sentative assembly of the National Educational Association. 


That is signed by A. J. Phillips, executive secretary, Michigan Edu- 
cational Association. 

The Cuarrman. We thank you for your contribution. 

Miss Sotomonson. Thank you for your kindness, Mr. Chairman. 

The Cuarrman. Our next witness is Miss Mary LeMay, Miss Le- 
May, you come from the district of one of the members of this com- 
mittee, Congressman Mason. 
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STATEMENT OF MISS MARY LeMAY, REPRESENTING ILLINOIS 
EDUCATIONAL ASSOCIATION 


Miss LeMay. Yes. 

The Cuarrman. We are very glad to have you. 

Miss LeMay. Thank you, ¢ ‘hairman Reed, and other members of 
the committee. It is certainly a pleasure for me to be with you, and 
1 am a neighbor of Mr. Mason, of Illinois. 

The CHarrMan. You are ably represented by Mr. Mason. 

Miss LeMay. We are a little bit proud of the fact that one of our 
past presidents was the Honorable Noah M. Mason. 

The Illinois Educational Association, with its 45,000 members, has 
gone on record as Deing heartily in favor of H. R. 5180. We are proud 
of the fact, also, that Mr. Mason is one of the past presidents of our 
association, and is the sponsor of this bill. Our membership urges 
the Ways and Means Committee to bring this bill to the floor of the 
House, and furthermore we pledge our support of this bill all the way 
through to passage. And we think we can give it some support. 

The Carrman. Thank you very much, Miss LeMay. 

Miss LeMay. Thank you. 

The CuarrMan. Our next witness is Mr. George E. Burke, of Rhode 
Island. 


STATEMENT OF GEORGE E. BURKE, EXECUTIVE SECRETARY, 
RHODE ISLAND INSTITUTE OF INSTRUCTION 


Mr. Foranp. May I say, Mr. Chairman, that I am very proud to see 
Mr. Burke here. He has not only been actively identified with the 
teachers’ group in Rhode Island, but his activity has been statewide, 
and he has been particularly active in the State legislature. I am sure 
that although he is last on the list, he is not the least important of 
the witnesses. 

Mr. Burxe. Thank you. 

The Cuamrman,. Mr. Burke, I want to say that you are very ably 
represented by Mr. Forand, who is one of the splendid gentlemen on 
this committee, and is ms king a great contribution to the country. 

Mr. Burke. I thank you very much, Chairman Reed and members 
of the committee. 

I would like to state to the committee that we in Rhode Island are 
very proud of Mr. Forand. We know that he has been interested in 
progressive legislation throughout the years, and particularly in this 
type of legislation. 

I represent the Rhode Island Institute of Instruction, as the insti- 
tute’s executive secretary. We like to be a little different in Rhode 
Island. We are not known as the Rhode Island Educational Asso- 
ciation, but the Rhode Island Institute of Instruction. This insti- 
tute represents over 75 percent of Rhode Island’s public school 
teachers and school administrators, and we have gone on record as 
unanimously endorsing H. R. 5180. 

We also endorse the statement made in the previous presentation 
this morning by Robert H. Wyatt, executive secretary of the National 
Educational Association. 
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The CuarrmMan. Thank you very much for your statement, Mr. 
Burke. 

Mr. Burke. Thank you, Mr. Chairman. 

The CuarMan. That concludes the witnesses on our list. Is there 
any witness in the room who has not been called upon, and who wishes 
to testify ¢ 


STATEMENT OF JESSE B. HORTON, KANSAS CITY, MO. 


Mr. Horron. I would just like to make one brief statement, Mr. 
Chairman. 

The CuairMan. We will be very glad to hear you. Please give 
your full name for the record. ' 

Mr. Horton. Jesse B. Horton. 

I wish to heartily endorse H. R. 5180, and to join with the witness 
who testified a little while ago on the suggestion of an exemption of 
$1,500, which is all too little on the present-day standards, and we 
think that the exemption would be more appropriately fixed at $2,400. 

The CuarmMan, From what State do you come, Mr. Horton? 

Mr. Horton. From Missouri—Kansas City, Mo. 

The CHarrMANn. We are very glad to have you here and thank you 
for your statement. 

Mr. Horton. Thank you. 

The CuatrrMaNn. Is there any other witness who wishes to be heard? 


STATEMENT OF MISS CLARA FRIEDMAN, PRESIDENT, ASSOCIATION 
OF RETIRED TEACHERS, NEW YORK CITY 


Miss FrrepMan. Mr. Chairman, I would like to present a statement 
on behalf of the retired teachers of New York City. 

The CHarrMan. Will you please give your full name and the 
capacity in which you appear for the record, Miss Friedman ? 

Miss FrrepmMan. I am Clara Friedman, president of the Association 
of Retired Teachers, of New York. We are not affiliated with the 
State group, and that is why I would like to make this brief state- 
ment for the record. 

The CuHamman. We will be very glad to hear you. 

Miss FrtepMan. We have some 6,000 active members in our asso- 
ciation, and I can assure you that the 42,000 active teachers are be- 
hind this bill. 

We, the members of the Association of Retired Teachers, heartily 
endorse H. R. 5180, to grant income exemption to retired people. 
We also favor the memorandum submitted to the Joint Committee on 
Internal Revenue Taxation by the National Educational Association. 
We desire to concur in the evidence presented by Robert H. Wyatt, 
representing the National Educational Association, and with Dr. Ethel 
Percy Andrus, testifying for the National Retired Teachers Associa- 
tion. It is our fervent hope that this bill will receive a favorable 
report from your committee. 

The Cuarmman,. Thank you very much for your statement. 

Miss Friedman. Thank you, Mr. Chairman. 

The Cuatrman. Is there any other witness in the room that has not 
been heard, who would like to make a statement to the committee ? 
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STATEMENT OF R. C. HARRIS, REPRESENTING NATIONAL RETIRED 
TEACHERS ASSOCIATION 


Mr. Harris. Mr. Chairman, I am R. C. Harris, representing the 
National Retired Teachers Association. I have no prepared state- 
ment, except I want to say to you how much I appreciate the kindness 
of the members of the committee. I have talked to Mr. Forand, also 
to Mr. Eberharter, Mr. King, and Mr. Cooper, and to you, and you 
have all been very gracious to me. I have reported to a lot of people 
what a fine group of people we have down here. You do not have to 
do what I say, because I know you are going to do what you think 
is right, and that is all an y good, honest citizen can ask you to do. 

The Cuatrman. Thank you very much for your remarks and your 
appearance. 

Mr. Harris. Thank you. 

The CuarrMan. Is there any other witness who wishes to make a 
statement to the committee / 


STATEMENT OF WALTER L, DISBROW, PRESIDENT, RETIREMENT 
FEDERATION OF CIVIL SERVICE EMPLOYEES OF THE UNITED 
STATES GOVERNMENT 


Mr. Dissrow. Mr. Chairman, my name is Walter L. Disbrow, pres- 
ident, Retirement Federation of Civil Service Employees of the United 
States Government. 

We want to go on record as endorsing the general principle of re- 
moving taxes from annuities of employees who are living on annui- 
ties, to extend the same benefits that are given under the social seeur ity 
and railroad retirement. In order to be consistent, they should all be 
treated alike. As I understand now at this time railroad retirement 
is $2,467.20, and under social security, it is $2,026. I think it should 
be extended to the limit tlat is now allowed by the law to those groups. 

The Cuamman. Thank you very much, Mr. Disbrow. 

Mr. Dissrow. Mr. Chairman, may I ask if a written statement can 
be submitted for the record ¢ 

The Cuatrman. Certainly, and without objection it is so ordered. 

(The following statement was received :) 


STATEMENT OF W. L. Dissprow, PRESIDENT, RETIREMENT FEDERATION OF CIVIL 
SERVICE EMPLOYEES, RE Topic 37, EXEMPTION FROM TAXATION OF RETIREMENT 
ANNUITIES 


I‘or many years there have been introduced in the Congress many bills, in 
various forms, proposing the exemption from taxes of civil-service retirement 
annuities. One such bill, H. R. 2948 of the 79th Congress, passed the House of 
Representatives on September 27, 1945, but failed of passage in the Senate. 
This bill proposed exemption of so much of the annuity as did not exceed $1,440, 
which was the then existing maximum under the Railroad Retirement Act. 

When H. R. 2948 was under consideration, in 1946, there were 78,354 people on 
the civil-service annuity rolls, according to House Document No. 263, 79th Con- 
gress. This number is, of course, now greatly increased. The Civil Service 
Retirement and Disability Fund Statement of Cash Receipts and Cash Disburse- 
ments, July 1, 1952, to June 380, 1953, lists the number as 238,577, including 
49,550 survivor annuitants, on June 30, 1953. This figure will, no doubt, greatly 
increase in the remaining 6 months of 1953, due largely to compulsions resulting 
from reorganizations and economies. 
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On June 30, 1944, the latest available official figures at the time H. R. 2948 
was considered, the average civil-service annuity was $966. The average as of 
September 1, 1953, was reported to be approximately $1,400. These annuities 

re not tax-exempt 

Precedents for the exemption of annuities from taxation have already been 


established under two very prominent retirement systems administered by the 
Federal Government, namely the railroad-retirement system and social security. 
Under these systems the highest amounts presently exempt are $2,467.20 under 
the Railroad Act and $2,026.80 under social security. The amounts are based 
on total family benefits. In at least one instance, the Railroad Act, the maxi- 
mum family exemption will increase, by 1976, to $3,129.60 without further 


amendments to the act lor reference, there is quoted here a paragraph, appear- 
ing on page 29 of House Document No. 181, 838d Congress, Railroad Retirement 
Board 1952 annual report 

The maximum payable to a peered couple at present is $205.60, although 
eventually much higher combined benefits will become possible. For example, 
if an employee has 40 years of service aft 1936, at a monthly compensation of 

), he and his wife will receive annuities ‘totaling $260.80.” 

These two systems far outstrip the civil-service retirement system in total 
coverage. Under the railroad system there were 257,600 annuitants on the 
rolls at the end of 1951 and, according to Senate Document No. 48, 88d Congress, 
‘At the end of the fiscal year 1952, approximately 4.6 million persons in about 
3.3 million families,’ were receiving benefits under the social-security system. 

In view of the cited precedents and conditions, we urge, in the name of fairness 
to all, that tax exemption for all annuitants be granted on an equitable basis. 


The Cuatrman. May I ask if there is any other person in the room 
who wishes to testify ? 

If not, I want to announce that tomorrow, August 14, will be devoted 
to “Depletion and exploration expenditures and improper accumula- 
tion of surplus,” whic h will be t the cone lusi on of the gene ral revenue 
revision aii ings, which we have been holding since June 16. 

The committee now stands adjourned until tomorrow at 10 o’clock, 


» 


(The following material was submitted for the record on topic 37 :) 


STATEMENT OF AMERICAN FEDERATION OF LABOR, Re Topic 37, EXCLUSION oF PEN- 
SION AND RETIREMENT INCOME FOR SPECIFIC TYPES OF EMPLOYEES 


Proposals for exempting pensions and retirement income of certain groups 
up to various income levels have been presented to Congress. The American 
Federation of Labor agrees that a $600 exemption for a retired person is inade- 
quate; however, the same exemption for an active worker is just as inadequate. 

The American Federation of Labor therefore urges that consideration be given 
to raising the exemption and lowering the tax rates on income of all workers 
as well as people on pensions. However, it does not favor giving special exemp- 
tion to all pensioners or particular groups of pensioners that are not extended 
to taxpayers generally. 





STATEMENT OF JOSEPH SCHWERTZ, PRESIDENT, NEW ORLEANS UNIT, LOUISIANA 
EDUCATION ASSOCIATION, Re Topic 37 


Mr. Chairman, members of the Ways and Means Committee, my name is 
Joseph Schwertz. I am president of the Orleans unit of the Louisiana Education 
Association. Our unit has gone on record in favor of H. R. 5180. The executive 
councial of the Louisiana Education Association has also gone on record in 
favor of H. R. 5180. 


(At 12:35 p.m., the hearing was adjourned, to meet at 10 a. m., the 
following day, Friday, August 14, 1953.) 
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FRIDAY, AUGUST 14, 1953 


Hovsr or RepPresENTATIVES, 
CoMMITTEE ON Ways AND MEANS, 
lade: dD, 


The committee met at 10 a. m., Hon. Daniel A. Reed (chairman) 
presiding. 
The Cuarrman. The committee will come to order 


TOPIC 38S—DEPLETION AND EXPLORATION EXPENDITURES 


This morning we will take up topic 35, depletion and exploration 
expenditures. 

Without objection, at this time I wish to read into the record 
statement. 

My attention has been called to section 130 of the Internal Revenue 
Code. This section was designed to prevent individual income tax- 
payers from applying “hobby” losses against their ordinary income. 
[t provides in effect that individual income ts ixpayers who incur net 
losses in excess of $50,000 a year for a period of 5 consecutive years 
from a trade or business must recompute their tax for each year of 
such 5-year period. In the recomputation, the deductions from the 
trade or business in excess of $50,000 plus the gross income attributable 
to such trade or business are disallowed. The section, as presently 
applied, seriously interferes with oil and gas and mineral exploration 
and development. In many of our oil, gas, and mining ventures the 
operation may well result in losses over $50,000 a year for a period 
of more than 5 years. We want to encourage ventures looking toward 
the exploration and development of our natural resources and not 
to discourage them. The section may also work a hardship on 
farmers in drought areas where the drought continues over a long 
period. Many of our farmers in various sections of the country have 
experienced and are experiencing severe crop losses due to drought. 
I do not believe that section 130 should be invoked against a taxpayer 
because he has incurred losses arising on account of drought or other 
casualties. Such losses are incurred through no fault of the tax- 
payer but arise from physical conditions not within the control of 
the taxpayer. 

As a result, I have instructed the staff to prepare amendments to 
the Internal Revenue Code which will permit our natural resource 
developers from being penalized by this section and which will also 
protect farmers who are experiencing continuing losses from drought. 

I want to say further I am making a part of the record, without 
objection, a bill to achieve this purpose. 

(The matter above referred to is as follows:) 

1981 
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A BILL 









Be it enacted by the Senate and House of Representatives of the United 
States of America in Congress assembled, That section 130 of the Internal 
Revenue Code is amended by substituting for the words in the first parenthesis 
in subsection (a) the following: “other than specially treated deductions defined 
in subsection (d)”; and by adding after subsection (c) a new subsection reading 
as follows: 

“(d) Specratty TREATED Depuctions.—For the purpose of subsection (a) the 
specially treated deductions shall be taxes, interest, casualty losses connected 
with a trade or business deductible under section 23 (e) (1), losses and ex- 
penses of the trade or business of farming which are directly attributable to 
drought, and expenditures as to which taxpayers are given the option, under 
law or regulations, either (1) to deduct as expenses when incurred or (2) to 
defer or capitalize.” 

(b) The provisions of subsection (a) shall apply to taxable years beginning 
after December 31, 1947. 

The Cuarrman. The first witness is Henry B. Fernald, Esq., chair- 
man, tax committee of the American Mining Congress. 

Mr. Fernald, we are glad to see you. If you will just state your 


name and the capacity in which you appear, we will be glad to hear 
you. 



















STATEMENT OF HENRY B. FERNALD, MONTCLAIR, N. J., CHAIRMAN, 
TAX COMMITTEE, AMERICAN MINING CONGRESS 


















Mr. Frernarp. Mr. Chairman and members of the committee, I 
am Henry B. Fer ald, of Montclair, N. J., chairman of the tax com- 
mittee of the American Mining Congress. 

I am appearing on the behalf of the mining industry to present 
to you the following points regarding depletion and exploration ex- 
pe enditures, which are essential allowances for the mining industry. 


DEPLETION- 





GENERAL 





Adequate depletion allowances for the mineral industry are es- 
sential. The present system of allowances in general is fair and 
reasonable. It is essential that the present plan of recognizing de- 
pletion on cost or other basis for the property, supplemented_ by 
provisions for percentage depletion, should be continued. The major- 
ity of mines opened do not yield production sufficient to cover the 
investment cost for the mine and its facilities There should cer- 
tainly be no taxable income in such cases. On the other hand, the 
great difficulties of determining the fair capital allowances and the 
need of recognition of the capital allowances with respect to all 
mineral production call for the rentention of percentage depletion. 
There is serious question whether some of the present percentage 
depletion rates should not be further increased to grant an equitable 
allowance. We are not, however, making any present recommenda- 
tions for such changes but we urge that nothing should be done which 
would reduce the presently established depletion allowances for 
mines. 
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DEFINITION OF “NET INCOME FROM THE PROPERTY” FOR PURPOSES OF 
PERCENTAGE DEPLETION 


There is need for writing into the law a definition of “net income 

from the property” as that phrase is used in section 114 (b) (4) of the 
code, which imposes the limitation that percentage depletion for 
mines— 
shall not exceed 50 percentum of the net income of the taxpayer (computed with- 
out allowance for depletion) from the property * * *. 
The provisions of the law relating to percentage depletion of mines, as 
first enacted in 1932 and subsequently reenacted without change in this 
regard, have not defined this wording. It was first defined in Regula- 
tions 77, article 221 (h), which definition, substantially unchanged, 
has been continued through subsequent regulations and is section 20.23 
(m)-1 (g) of Regulations 111. It is believed that the original regula- 
tions were intended fairly to express the congressional intent. Ad- 
ministrative practices within the Bureau have, however, gradually 
developed to reduce the amount of “net income from the property” 
below the amount which under earlier practices was considered allow- 
able. The courts have generally tended to support administrative 
determinations where the law is not definite in prescribing its basis. 
To make clear the intent of Congress and give the taxpayer protec- 
tion, it seems necessary that the law should adequately define this 
phrase. 

The essential intent of the limitation is believed to be that percentage 
depletion allowable should not exceed 50 percent of the net income 
from the property from which the ore was produced, regardless of the 
form of its ownership (whether by a corporation, partnership, or 
individual) and regardless of the manner in which the operation 
might have been financed. To meet this standard, it is appropriate 
that deduction should be made for thuse expenses directly connected 
with the production of income from that property and for such indirect 
or overhead expenses as definitely contributed to the production of 
income from such property. The deductions in computing net income 
from the property should not be increased by expenses applicable to 
other property (any more than the income from that property should 
be increased by other income) ; by interest paid on indebtedness (any 
more than interest received should be included in income from the 
property); by taxes based on or measured by income, capital stock 
taxes, and other charges which are not costs of producing net income 
from a particular property (but depend upon the form of property 
ownership, the amount of net income when determined, methods of 
financing, etc.). Because items such as these have no relaton to any 
particular production or to production of a particular property, the 
Bureau excludes them in computing cost of goods sold or cost of goods 
in inventories; nevertheless, under present practice it holds them 
deductible in computing “net income from the property” for per 
centage depletion. 

The proposed definition is intended to simplify the computations 
and limit the deductions to those items which have a direct bearing 
upon the production of income from the particular property on which 
the percentage depletion is allowable. 
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We accordingly recommend the ne ing amendment: Add to sec- 
tion 114 (b) (4) a new subparagraph (C), as follows: 

(C) DEFINITION OF NET INCOME FROM THE PROPERTY.—AS used in this para- 
graph the term “net income from the pronests * means the gross income from the 
minerals from the property, less the allowable deductions directly attributable 
to the mineral property upon which the depletion is claimed and the allowable 
deductions directly attributable to the processes described in paragraph (B) of 
this subsection insofar as they relate to the products of such property, including 
operating expenses, development costs properly chargeable to expense, deprecia- 
tion, property taxes, losses sustained, ete., but excluding any allowance for 
depletion. Such expenses or deductions shall not include expenses or deductions 
attributable to, or arising out of expenditures on, other property or assets, 
irrespective of whether such property or assets are income producing or active. 
Deductions not attributable to, or arising out of particular properties, processes 
or assets, such as general overhead, shall be fairly allocated to all properties, 
processes and assets whether active or inactive. The term “general overhead” 
as used herein shall be deemed to mean the overhead relating to the property 
but shall exclude deductions and expenses of financial overhead of the taxpayer 
such as interest, taxes based on or measured by income, capital stock taxes, 


and the like. 
DEFINITION OF “MINERAL PROPERTY” 


The question of what constitutes a “mineral property” for the pur- 
pose of determining depletion allowances is in need of clarification 
and simplification. The matter is of such importance that it seems 
advisable to have a statutory definition rather than to reply on 
regulations. 

Section 114 of the income-tax law at present contains no definition 
of mineral property, although oo regulations do define mineral prop- 
erty in paragraph 29.23 (m)-1 (i). However, this definition in the 

regulations leaves much to be desired. 

This provision of the regulations, and earlier Bureau rulings which 
preceded it, were originally held to give the taxpayer an option as to 
his grouping of mineral properties into a single operating unit, pro- 

vided such grouping was consistently adhered to. Now, questions are 
ieiaa raised as to the exact scope of the regulation and what, if any, 
option is given the taxpayer. 

Under such interpretations the taxpayer may be required, for deter- 
mination of depletion allowances, to separate into artificial units the 
several tracts or interests that actually constitute but a single operating 
property or unit. Obviously this is burdensome, illogical and un- 
warranted in many instances. In cases, however, where there are 
logical reasons for treating each mineral interest as a separate prop- 
erty, the taxpayer should have the option of doing so. 

The taxpayer will know best the nature of his operations and what 
may most appropriately be considered as constituting an operating 
unit as he intends to conduct his affairs. While it should be under- 
stood that the taxpayer will adopt a reasonably consistent position, 
it should be recognized that circumstances and conditions change 
from time to time and, if there is a change so that properties previously 
operated as separate units come to be operated as a single unit, or 
vice versa, the taxpayer should not be prevented from adopting a 
procedure appropriate to the changed conditions. Particularly it 
shoul 1 be understood that if the taxpayer had previously followed a 
“separate property” standard, for example, because that had been 
required to meet a Bureau position, the taxpayer should not be re- 
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quired to adhere to that standard if a grouping into one or more op- 
erating units would be an appropriate treatment. 

Many different situations are encountered as to mining property. 
Sometimes a single property, operated as a ik represents an assem- 
blage of a number of claims, tracts, or parcels acquired from different 
owners or interests. The mere fact that they have been thus acquired, 
either at one time or at various times, should not prevent their being 
treated as a single operating unit in the allowance of depletion. 

On the other hand, we must recognize the situations where properties 
acquired at different times, even though they include portions of 
single mineral deposit, have such differences in depletable basis that 
it is not reasonable to require their consolidating into a single unit. 
For example, if an existing mine which has been heretofore operated 
as a unit and which has its depletion already established on that basis 
now acquires a new property, it is not unreason: able that it should be 
permitted separate depletion on the two properties. 

In other cases, there may be a number of small deposit 3 in contiguous 
or noncontiguous properties which are all operated as a single unit, 
with their ores concentrated or otherwise treated in a single plant, 
the whole making a unit operation; or, one or more deposits served by 
two or more preparation or treatment plants may be operated as a 
single unit. In such a case, the taxpayer should be permitted to treat 
the whole as a unit for depletion purposes. 

The proposed amendment would settle this troublesome question of 
“mineral property” with a fair and reasonable definition, and would 
constitute a real step forward in clarifying and simplifying tax 
procedure. 

We therefore urge the following amendment: Add the following at 
the end of section 114 (b) (4): 

( ) DEFINITION OF PRoPpeRTY.—For the purposes of this paragraph and section 
453 the taxpayer may either (A) treat each separate mineral interest as a sepa- 
rate property, or (B) treat as such property any part of a separate mineral 
interest or any combination of separate mineral interests or parts thereof which 
normally or reasonably may constitute an operating unit or project and is su 
treated by the taxpayer, whether such mineral interests or parts thereof are 
included in a single tract or parcel of land or within two or more contiguous or 
noncontig uous tracts or parcels. As used in the preceding sentence the term 

“mineral interest” means each separately acquired interest in a single deposit 
of minerals, or, if such deposit is included in more than one tract or parcel of 
land, the portion thereof in each. 

The Cuarrman. Would that comprehend as one unit, we will say, a 
mine in one State and a mine in another State where the product was 
practically the same, or do they have to be contiguous / 

Mr. Fernawp. It is intended to refer to it as an operating unit. 

Let me illustrate. If we happened to have a deposit that was right 
on the border, say, of Utah and Nevada, and say while it was operating 
as a unit one part happened to be in Utah and another part happened 
to be in Nevada, we would not throw it out from being an operating 
unit if, in effect, it was all part of a consolidated operation. If, how- 
ever, you had one in Nevada and another in New Mexico, I think we 
could hardly claim those were being operated as a unit, even though 
they were producing similar products. 

The Cuatmrman. That is what I wanted to get clarified. Thank you 
very much. 


y 
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Mr. Fernavp. We did not bring in the State line because of this 
peculiar situation where you may have a single deposit crossing State 
11nes, 

The Cnarrman. I see. Thank you very much. 

Mr. Frrnavp. Allowance of depletion to stockholders: 

We have heretofore presented under topic 17, taxation of dividends, 
on July 16, 1953, our recommendation that depletion should be recog- 

nized in determining distributions - stockholders. We have urged 
- it the plan recommended by the National Advisory Council s houid 
be adopted that— 
distributions to stockholders should be considered to represent depletion—and 
consequently be nontaxable to the stockholders—to the same extent that depletion 
(cost, percentage, or discovery depletion) is allowed against income to the 
corporation. 

This matter is more fully stated in our presentation regarding 
dividends and we only mention it briefly here because it is related to 
the subject of Depletion. 


LIMITATIONS ON DEDUCTION OF EXPLORATION EXPENDITURES 


> 


Under section 23 (ff) taxpayers are allowed to deduct or treat as 
deferred expenses expenditures for mine exploration, but subject to a 
limitation of $75,000 in each year, and allowable in only four taxable 
vears. Development expenses on a mine are allowable as deductions 
or deferments without any such limitations. There are difficult ques- 
tions raised as to the dividing line between exploration and develop- 
ment. Also for larger projects the $75,000 allowance is quite 
inadequate. 

It is accordingly recommended that both the $75,000 annual limita- 
tion and the 4-year limitation be removed. 

Expenditures for exploration should not receive less favorable treat- 
ment than is now accorded those for development. 

The removal of these limitations on exploration expenditures will 
further encourage exploration and the difficult questions of when a 
property passes from the exploratory to the development stage will 
be removed or their importance minimized. 


THREE-YEAR EXEMPTION FOR NEW MINES 


For new mines in the early years of operation, it is exceedingly 
difficult to determine what would be a fair allowance for depletion. 
In these uncertainties the mine is apt to have inadequate allowances 
for depletion, for depreciation, and for other expenditures, with the 
result of taxing as income what should be considered as a capital re- 
turn. To avoid this difficulty and to encourage mineral production to 
meet national needs, Canada allows to new mines a 36-month period 
of exemption from income tax. The Canadian experience has satis- 
fied them that such encouragement of mining has served to increase, 
rather than decrease, the tax revenues of the Government. 

It is suggested that similar allowance be made in our income-tax 
law. 

The Cuarrman. I would like to ask you another question, Mr. 
Fernald. 

Do you think, in defining minerals, we should be careful to separate 
the value added by manufacturing ? 
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Mr. Fernacp. I think as we speak of manufacturing, as you and 
I are dealing with the use of that term, I can say, “Yes; I think we 
should.” However, there are very many processings of these minerals 
which I would never think of as being manufacturing, and I do not 
think you would, and yet which many do argue should be excluded 
because it isa manufacturing process. 

The ordinary treatment processes which are normally applied to 
bring your minerals into a marketable condition I do not think should 
be talked of as manufacturing costs. 

The Ciairman. I agree with you on that, because, for instance, they 
have mines up in my State where the product cannot be sold until it 
is ground fine enough to go into the market. 

Thank you very much, 

The next witness is Mr. M. F. Bronkie, secretary, Committee on 
Percentayve Depletion for Slate, Rising & Nelson Slate Co., Inc., West 
Pawlet, Vt. 

We are glad to see you, Mr. Bronkie. = you will just give your 
name and the capacity in which you appear, we will be glad to hear 
you. 


STATEMENT OF W. F. BRONKIE, SECRETARY, COMMITTEE ON PER- 
CENTAGE DEPLETION FOR SLATE, WEST PAWLET, VT. 


Mr. Bronxte. My name is Willis F. Bronkie. I am secretary of 
the Committee on Percentage Depletion for Slate. I represent a very 
emall industry. Weare located in the States of New York, Vermont, 
Virginia, Maine, Pennsylvania, Arkansas, California, and Georgia. 

Other minerals have received percentage depletion for many years. 
As a small industry, we did not have the facilities and the power or 
whatever it is that is necessary to get percentage depletion until the 
1951 tax bill. It has been a great help tous. We appreciate it. and 
it has kept some of us alive in an industry that has had tough going. 

We find now our competitors, who produce competitive minerals, 
are enjoying the 15 percent depletion, and our appeal here is just 
that we be equalized with those competitive minerals that go into 
prepared roofing, siding. electrical, slate, explosives, which are some 
of the things we manufacture. 

Our case is very simple. That is all there is to it. We have filed 
a complete statement here substantiating it. I do not think we should 
take any more of your time. 

The Cnaiman. Thank you very much. Without objection, you 
may insert your statement in the record. 

Mr. Bronxie. Thank you, sir. 

Mr. Simpson. What you want specifically, then, is to continue the 
rate of depletion allowance but to have your rate increased from 5 per- 
cent now to 15 percent ? 

Mr. Bronktr. The same as our competitors. 

Mr. Simpson. Because of the fact that you are competing with 
other produc ts which do have the 15 percent ‘depletion ? 

Mr. Bronxir. Yes, sir. 

The Cuarrman. Thank you very much for your contribution. 


37746—53—-pt. 3 33 
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(The statement submitted for the record by Mr. Bronkie is as 

follows:) 
COMMITTEE ON PERGENTAGE DEPLETION FOR SLATE, 
West Pawlet, Vt., June 1, 1953. 
Mr. Gorpon GRAND, Jr., 
Clerk, Ways and Means Committee, 
Room 1102, New House Office Building, 
Washington 25, D. C. 

Dear Mr. GranD: We wish to be scheduled as witnesses on the subject of De- 
pletion and Exploration Expenditures, subject No. 38, with particular refer- 
ence to percentage depletion for slate 

Minimum time required for our testimony is 30 minutes. 

The substance of our testimony is as follows: 

1. Competing industries enjoy substantial advantages with respect to 
lower cost of deposit discovery and development, broad quantities of known 
reserves, closer availability of commercial markets, and low to neglig.ble 
waste factors. 

2. Competing industries have enjoyed 15 percent depletion allowance for 
years as against 5 percent granted slate for the first time in 1951. 

3. Slate industry equitably entitled to and has urgent need for equal de- 
pletion allowance with competing industries. 

The appended brief was filed with the Joint Committee on Internal Revenue 
Taxation. Subsequently the Bureau of Mines statistics for 1951 reflected a «e- 
cline of 11 percent in quantity and 8 percent in value in slate production ; 1952 
and 1953 experience indicates further substantial and alarming decline in this 
comparatively small but important industry. 

Our request is based solely on our need for equitable relief in comparison with 
other competitive products. It will be appreciated if you will give favorable con- 
sideration to our request and advise us as to the probable date our subject will 
be heard. 

Very truly yours, 

COMMITTEE ON PERCENTAGE DEPLETION FOR SLATE, 
W. F. Bronkte, Secretary. 


COM MITTEE ON VERCENTAGE DEPLETION FOR SLATE, 
West Pawlet, Vt., January 24, 1953. 
The Honorable Danret A. REED, 
Chairman, Committee on Ways and Means, 
louse Office Building, Washington, D.C. 

Dear Str: On July 21, 1952. the Joint Committee on Internal Revenue Tax- 
ation issued a statement requesting suggestions for improvements in the internal 
revenue laws and their administration. The objective of this study was to 
secure information which would improve the revenue system for the future. 

Under date of September 10, 1952, we submitted a stutement to this conmittee 
relative to percentage depletion allowance for slate, section 114 (b) (4) 1951 
1. R. C. This statement set forth the slate industry's position that it is fairly 
and equitably entitled to a 15 percent depletion allowance as enjoyed by most 
competitive and comparative nonmetallic minerals. At present the slate in- 
dustry is receiving only a 5 percent depletion allowance. A copy of the afore- 
mentioned statement and its covering letter are attached hereto for your in- 
formation 

It is respectfully requested that when your committee takes up the matter of 
percentage depletion that we be given an opportunity to present our case befure 
you. 

Respectfully yours, 
COMMITTEE ON PERCENTAGE DEPLETION FoR SLATE, 
By W. F. Bronxtir, Secretary and Treasurer. 
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COMMITTEE ON PERCENTAGE DEPLETION FOR SLATE, 
West Puwlet, Vt., September 10, 1952. 
Re percentage depletion allowance for slate (sec. 114 (b) (4) 1951 1. R. C.) 
JOINT COMMITTEE ON INTERNAL REVENUE TAXATION, 
Room 1011, New House Office Bidy., 
Washington, D. C. 


GENTLEMEN: We appreciate the opportunity to submit our suggestions for a 
revision in the internal revenue laws in connection with the above-referenced 
section. 

The slate industry is fairly and equitably entitled to be included in these 
competitive products receiving a 15 percent depletion allowance. Enclosed is 
a statement o? our position which is submitted for your convenience and 
information. 

We are prepared at any time to furnish additional information or present 
testimony as you may require. 

We solicit your favorable consideration and trust that we will be placed on 
an equal depletion basis with other competitive products. 

Respectfully yours, 
COMMITTEE ON PERCENTAGE DEPLETION FOR SLATE, 
W. F. Bronxre, Secretary. 





JoINT COMMITTEE OF INTERNAL REVENUE TAXATION, 
Room 1011, New House Office Building, 
Washington, D. C. 

GENTLEMEN: We refer to your statement dated July 21, 1952 in which you 
invite sugzestions for revisions in the Internal Revenue laws. We wish to call 
your attention to the need for a revision of the percentage depletion allowance 
for slate as provided in section 114 (b) (4) of the Internal Revenue Code. 

After many years of being overlooked, the slate industry was granted percent- 
age depletion for the first time by an amendment to section 114 (b) (4) of the 
Internal Revenue Code contained in section 319 of the Revenue Act of 1951, 
Testimony and statements in support of the position of the slate industry appear 
in hearings before the Committee on Finance, United States Senate, Revenue 
Act of 1951, part 2, pages 834 throngh 842. In addition, Congressman Prouty 
of Vermont filed a statement in support of percentage depletion for the slate 
industry, which appears in hearings of the Ways and Means Committee, House 
of Representatives, Revenue Act of 1951, part 3, pages 1646 and 1647. 

As a result of further study and experience, it now appears that the allowance 
of 5 percent depletion to the slate industry places the slate industry at a com- 
petitive disadvantage with those competing industries which are allowed 15 
percent depletion. Slate has many different uses. Dimension slate or slab slate 
is used principally for roofing, and also in electrical panels, architectural panels, 
laboratory fixtures, sanitary ware, blackboards and bulletin boards, flagstones 
and miscellaneous uses. Slnute granules are used chiefly in surfacing prepared 
roofing and siding. Slate flour is used as a filler in putty, wallboard, phono- 
graph records, crayons, blotting paper, linoleum, insulation, facing pavements, 
building paper, wood filler, abrasives, pencils, plastics, metal polish, fire-brick, 
tiles, ceramic ware, composition, flooring. artificial stone. cement, centifrices, 
roofing compound, artificial leather. sweeping compound, explosives, paints, wash- 
ing compound and fiber. The significant uses of slate make it important to the 
economy of the country. 

The following mineral deposits which offer serious competition to slate in 
the above uses and which are now allowed 15 percent depletion are aplite, 
bauxite, vermiculite, feldspar, mica, tale, and pyrophyllite, ball clay. china clay, 
phosphate rock, quartzite and chemical and industrial limestone. The problems 
of exploration, development, production and processing of slate are similar te 
those involved in connection with competing mineral products now allowed 15 
percent depletion. In fact. wholly apart from the depletion allowance, slate 
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is at a competitive disadvantage from the point of view of having a higher cost 
of discovery and deposit development, and lower known reserves and commercial 
availability as compared to many of the competing products which ure now 
allowed 15 percent depletion. For example, quartzite, which competes with slate 
in so far as it is used in the manufacture of mineral-surfaced roofing, enjoys 
a competitive advantage over slate in all comparative advantages of discovery 
and development cost, reserves, commercial availability, size of deposits and 
waste. lhosphate rock, Which competes with slate in so far as it is a source of 
phosphoric acid, which is used in many mineral-surfeced rooflngs, enjoys a 
couipetitive advantare over slate in all comparative udvantages of reserves, 
commercial availability, size of deposits and waste. Dauxite, which competes 
with slate as the source of aluminum used in the manufacture of aluminum 
rooling and siding, enjoys a competitive advantage over slate in all comparative 
advantages of reserves, conumercial availability, size of deposits and waste, 
The same may be said of chemical and industrial limestone. which is competitive 
with slate in so far as it is used as a mineral filler, All of this is graphically 
shown in the compilation Comparison of Slate to Competitive Products Receiv- 
ing 15 percent Depletion Allowance, attached hereto and warked exhibit A. Of 
the 11 products (other than slate) shown in exhibit A, 5 enjoy the commercial 
advantage of a lower exploration and development cost than slate while 6 enjoy 
greater commercial availability than slate; 9 enjoy the advantages of smaller 
waste. All of the advantages of these competing products over slate are, of 
course, in addition to the tax advantage which they presently enjoy. 

Althongh slate is in slight competition with other mineral products which 
are now allowed 5 percent depletion, these other products enjoy a substantial 
advantage with respect to lower cost of deposit discovery and development, 
broad quantities of known reserves, closer availability to counmmercial markets 
and low to nexligible waste factors. 

The slate industry is composed of approximately 80 relatively small operators 
operating on low profit tiargins. The annual total production based on the 
H-vear period 1946-50 is about SOO.000 tous having a total value of approximately 
$12 million. Slate of commercial quality is a very rare rock, the production of 
which is limited to small areas in Maine, Vermont, New York, Maryland, Peun- 
sylvania, Virginia and Georgia. Slate snitable for certain limited uses is pro- 
duced in Arkansas and California, The slate industry is handicapped by a 
limitation of 15-20 percent recovery of salable slate from a ton of raw material, 
the balinee of 85-S0 percent being waste material Slate is at a disadvantage 
with competitive synthetic products because of greatly increased freight rates 
in recent vears. Slate deposits were located by nature, and producers cannot 
place their plants strategically as in the case of many other industries, 

The need for relief for the slate industry by increasing its percentage depletion 
allowance from 5 percent to 15 percent is urgent. The number of operators in 
the slate industry has declined from a 1920-24 averave of 110 to a 1946-50 aver 
age of 7). The amount of slate imported for consumption in the United States 
has increased from a 1920-24 average of $11,800 to $20.75) in WAD and $7,750 
in 1950, 

If the slate industry is to survive, if must have the same tax treatment as 
competing products. We deem our request to be fair and equitable and we urge 
that it be given earnest consideration in connection with the revision of the 
Internal Revenue laws proposed to be sugeested during the year 1053. 

Respectfully submitted. 


CoMMITTEE ON PERCENTAGE DEPLETION FOR SLATE, 
W. I. BDronkis, Sco ctury 
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The Cramman. The next witness is Paul E. Hadlick, Esq., counsel 
for the National Oil Marketers Association. 

If you will give your name and the capacity in which you appear 
for the record, we will be glad to hear you. 


STATEMENT OF PAUL E. HADLICK, COUNSEL FOR THE NATIONAL 
OIL MARKETERS ASSOCIATION 


Mr. Hapuick. My name is Paul E. Hadlick. I am general counsel 
of the National Oil Marketers Association. 

I have a rather lengthy statement which I will file for the record. 
Unless the committee deems it wise for me to read it, I will proceed 
with about a 38-minute summary. 

The Cramman. Thank you. And you have permission, without 
objection, to insert your full statement in the record. 

Mr. Hapricx. Mr. Chairman and gentlemen of the committee, in 
my statement I have endeavored to trace the history of the methods 
used to determine depletion allowances in oil and gas production from 
the inception of the income-tax laws on March 1, 1913, to date, there 
being three principal methods used: 

Up until 1918 the basis for determining depletion allowances for 
oil and gas were no different than any other industry, namely, the cost 
or its fair market value as of March 1, 1913. 

2. From 1918 to 1926, discovery depletion was permitted, whereby 
the cost was forgotten about and substituted therefor as the capital to 
be depleted was an engineering concept of the amount of oil or gas 
to be recovered. It has been described as the only instance at that time 
under the income-tax laws where increment in value since 1913 escapes 
taxation. 

3. From 1926 until the present there was instituted the 2714-percent 
depletion allowance or deduction computed as a percentage of income 
from each property without regard to the investment or previous de- 
pletion deductions, conditioned only that the deduction in any one year 
should not exceed 50 percent of the net income from the property. 

Likewise, I have traced the history of the writing off of drilling and 
development costs as ordinary and necessary business expenses—how 
it started in 1918 with a Treasury Department regulation that was 
held illegal in 1945 but promptly legalized by the Congress. This, 
with the 2714-percent depletion allowance, amounts to a double deduc- 
tion with respect to the same capital investment. 

The combined effect of the 2714-percent depletion allowance and 
the writing off of drilling and development charges has been to enrich 
the major oil companies and further their monopolistic control of the 
industry from the oil well to the consumer. I estimate that about $3 
billion in nontaxable revenue which would net, if taxed, close to $1.5 
billion if these changes I recommend were made. 

I have suggested that as an alternative the Congress should enact 
legislation to require the capitalizing of drilling and development 
charges and return the handling of depletion allowances to a cost basis 
as originally followed when the income-tax law was first in effect. As 
my statement clearly shows, there is no objection to allowing a trne 
cost depletion, the same as depreciation is handled, because the purpose 
of the income-tax laws is to tax income, not capital. 
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I have further suggested, however, that if a stimulus is needed to 
encourage the wildcatter to search for oil, some form of 1918-26 dis- 
covery depletion be adopted, limited to the discovery of new pools, and 
provide that subsequent purchasers of the property revert to a cost- 
depletion basis. Thus you would reward the wildcatter and prevent 
a beneficial covenant in the way of tax favoritism running with the 
land. 

Also, I have shown how these two devices to avoid taxes have enabled 
the integrated oil companies to avoid the excess profits tax and to use 
these profits to the detriment of the independent oil marketers. 
Further, that if the tax benefits accorded to the oil producers were 
kept in the producing end of the business and not allowed to be used 
to subsidize losses in marketing branches of the integrated oil com- 
panies, then, from a competitive standpoint, we would have no 
complaint. 

Your committee is urged to get’ full facts of just how much tax 
benefit the twin tax subsidies have been to every oil company and to 
publish the result so that people will know what this subsidy is 
costing them in taxes. 

T thank you. 

The Cramman. I take it, then, you would not care whether the 
failure to give the 2714-percent depletion would destroy large areas 
of stripper wells. Is that right? 

Mr. Hapuicx. Mr. Chairman, the stripper will is always dragged 
in on every argument of this thing. 

The Cuarmman. Pardon me. I am dragging in a whole county the 
very basis of whose economy, practically its existence, depends on a 
large series of stripper wells, where they have to go into secondary 
operation at a very high cost. 

Mr. Hapurcx. I think that can be handled. What I was trying to 
get at is that the stripper well situation is a separate situation that 
should be handled without great largess to the fellows associated 
in the major oil companies and then the money funneled back into 
the branch and putting the independent refiners and independent 
agencies out of business, 

sy saying “putting out of business,” I do not mean anyone really 
goes bankrupt in business. In an expanding business such as oil, 
they merely take them over. My statement shows how Socony 
Vacuum in 614 years took over, bought out, something like 800 filling 
stations and 300 bulk plants. That 1s just one company. 

They are acquiring complete control of this industry, and if the 
committee can find a way to protect the stripper well—that is, the 
fellow, as you say, who has spent a lot of money in this industrial 
recovery and also where stimulation is needed—if you can provide 
some way to protect him without letting the covenant run with those 
lands in bulk production, I am for it. 

Mr. Simpson. As representing the Oil Marketers Association, is 
it your principal argument that for competitive reasons you do not 

want the companies “to have what you term an advantage by reason 
of depletion ? 

Mr. Hapiicx. That is from a competitive standpoint. Asa private 
citizen, I want them to pay the same taxes as I do, but from the stand- 
point of the association I represent, Mr. Simpson, this money is 
used 
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Mr. Srmpson. You are speaking before us as representing a group 
of marketers; are you not? 

Mr. Hapuickx. That is right, and speaking for them, if you would, 
for instance, divorce oil production from oil marketing so that they 
had to use their money in that end or pay it to their stockholders, 
we would not have any objection from a competitive standpoint. 

Mr. Sturson. Why not—because they would not be able to buy out 
your business ¢ 

Mr. Hapricx. They would not be able to come into the marketing 
and subsidize a loss. These major companies run these marketing 
properties at a loss. 

Mr. Siurpson. What you mean is they would not be able to buy your 
private business ? 

Mr. Haprick. Our people do not want to sell out; they want to 
stay in business. 

Mr. Stmrson. Then why do they sell—because they get an offer 
they want to accept? Is that right or not? They are not forced; 
they are not in an economic position where they have to sell. 

Mr. Hapiicr. A lot of times they are. They cannot get a supply. 
Between here and the State of Maine there is not an “independent 
source of supply. You either buy from one of the major companies, 
or vou do not have anything to sell. 

We think they do not really want to sell and would not sell, but 
the only thing you can do is to sell out. 

Mr. Stupson, You mean they refuse to sell to you? 

Mr. Hapuicr. Certainly. 

The Cnatrman. We thank you for your statement. 

(The statement submitted for the record by Mr. Hadlick follows:) 


STATEMENT oF Paut E, HApLick, GENERAL COUNSFI., NATIONAL OIL MARKETERS 
ASSOCIATION, NATIONAL PRESS BUILDING, WASHINGTON, D. C, 


As counsel for the National Oil Marketers Association, an organization of 
independent oil jobhers that has had continuous existence since 1933, I wish to 
present the association’s views with reference to the present percentage deple- 
tion allowance in the petroleum industry, as well as the special treatinent allowed 
oil producers in the writing off of drilling and development costs as expense, 
The association's position can best be stated by calling your attention to a 
resolution which it adopted last November, as follows: 

“Whereas the vast expansion of Government expenditures with its attendant 
deficit financing and inflationary peril makes it essential that all business and 
industry bear their fair share of the tax burden and that no portion of an 
industry enjoy a tax advantage that results in injury to another segment of 
such industry: and 

“Whereas the producers of oil and gas and the minerals production industry 
enjoy certain special allowances for depletion over and above a true rate of 
depletion of their capital; and 

“Whereas the producers of oil and gas also enjoy the special privilege of 
writing off as expenses of doing business their investments in drilling and 
development of oil fields; and 

“Wherens such subsidies und special privileges necorded the oil, gas and mining 
industries in the Federal income-tax laws deprive the Government of needed 
revenue, thereby increasing the tax burden on all the other taxpayers including 
those in the oil industry who are not engaged in production, and giving inte- 
grated oil companies disproportionate profits from production which are avuail- 
able to subsidize their marketing activities: Now therefore be it 

“Resolved by the National Oil Marketers Association in meeting assembled at 
Chicaxo, I1., this 12th day of November 1952, That: 

“1. The Congress of the United States be urged to eliminate the principle of 
‘discovery’ depletion from the tax laws, as well as all fixed percentage allowances 
for depletion (such as the 274% percent depletion allowance for oil and gas) and, 
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as to the oil, gas, and mining industries, prescribe that value for the purpose of 
computing true depletion shall be the value of the property as of March 1, 1913 
(if acquired prior thereto) or ‘cost’ if acquired thereafter; and, that the deple- 
tion allowance be treated as is depreciation under the income-tax laws, i. e., 
when the depletion allowance thus authorized equals the capital originally in- 
vested (or in the case of purchase made prior to March 1, 1913, the fair market 
value as of that date) no further allowance shall be made. 

“2. The Congress of the United States be urged to amend the income-tax laws 
so as to require drilling and development costs in the oil and gas industry to be 
cupitalized in the same manner as such capital investments are capitalized in 
other industries.” 

This statement will cover the subjects of depletion allowance, drilling and 
development costs as expenses and the combined effect of this tax favoritism 
upon the oil marketers. First of all I wish to discuss depletion. 


DEPLETION IN THE OIL INDUSTRY 


There can be no objection to the allowance of a true depletion allowance in 
the production of oil and gas inasmuch as the effect on the capital structure of 
a company is the same as the principle of allowing depreciation on mechanical 
goods, buildings, etc. Deplete means to exhaust, hence depletion is the exhaus- 
tion of a capital asset. One authority has defined depletion as follows: 

“Depletion is that deduction from operating income provided to cover capital 
consumed in the operation of a mine or an oil or gas well, forest, or natural 
deposit.” 

An annual depletion allowance for tax purposes is merely a method of allow- 
ing a credit for that portion of the capital assets that have been removed and 
sold. Annual depletion, like depreciation allowed on other capital equipment or 
properties should be permitted only to such an extent as to compensate the tax- 
payer for the exhaustion and wasting of wealth. 

Since only income is taxable under the Federal income-tax laws we take no 
issue with the proper allowance of depletion to oil and gas producers or other 
natural resource industries. The point we wish to make is that the percentage 
depletion method in the oil industry returns to the producer his capital over 
and over again and thus provides a tax loophole that should be plugged 

The history of how percentage depletion came about in the oil industry, while 
sonmiewhat beclouded. is very interesting. When the income-tax law for the 
Federal Government first became effective on March 1, 1913, and until about the 
year 1918, the basis for computing depletion in the oil industry, as in the case 
of depreciation, was the “value” as of March 1, 1913, or the “cost” if acquired 
thereafter. 

As lute as the year 1916 in legislating with reference to depletion the Congress 
of the United States included safeguards against evasion beyond full recovery 
of cost by declaring: 

“That when the allowance authorized * * * shall equal the capital originally 
invested, or, in case of purchase made prior to March 1, 1913, the fair market 
value as of that date, no further allowance shall be made.” (See conference 
report on revenue bill, H. R. 16763, 64th Cong., 1st sess.). 

That should have remained the basis for depletion in the oil industry—a 
method whereby a taxpayer in the natural resource industries avoided paying 
taxes on capital, and yet contributed its fair share of taxes on income. 

But here is what happened: The first error occurred in 1918 when the Congress 
provided for “discovery depletion” or the use of “discovery value” for the purpose 
of computing the capital investment, rather than the actual investment, and 
from this inflated valne after discovery of oil, gas, or minerals, the depletion 
could thereafter be computed. Under this method when an oil and gas well was 
brought in, an engineering concept of the amount of oil that would be prodneed 
Was set up on the books and thereafter this became the so-called capital subject 
to depletion. 

At hearings before the Senate Finance Committee on the Revenne Act of 1926 
(69th Cong., Ist sess., on H. R. 1), Mr. L. C. Manson, counsel for the Senate 
Select Committee Investigating the Bureau of Internal Revenue, described the 
operation of “discovery depletion” as follows: 

“The method followed by the Bureau of arriving at the depletion deduction is 
to divide the value to be depleted by the estimated number of units in the mine 
or in the oil or gas property. What I mean by that is to estimate the number 
of tons of ore, for instance, in a mine and divide the value to be depleted by that 
estimated tonnage of ore, which gives a depletion unit per ton. For instance, if 
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they estimate a million tons of ore and have a value of $500,000 to deplete, the 
unit depletion would be 50 cents per ton.” 

The main point to remember about the system of “discovery depletion” is that 
the valne or capitalization is placed upon the property after the discovery of the 
oil, sas, or mineral. But even this was somewbat protected, for, Mr. Manson said 
further: 

“The statute which provides for discovery value as it now stands provides 
that discovery value shall not be allowed; that is, discovery depletion shall not 
be allowed where the property falls within an area which was a proven area at 
the date of purchase or acquisition by the taxpayer.” 

At least “discovery depletion,” while it operated as a sort of Federal subsidy 
or bonus to the wildcatter, had the merit that it was not a heneficial covenant 
running with the land to be used for the benefit of the purchaser for all time 
to come. 

Despite the fact that “discovery depletion” had merits far and nahove the 
present percentage-depletion allowance, Mr. Manson described it as “* * ®* the 
only case under the income-tax law where increment in value since March 1, 1913, 
escapes taxation.” 

Following this first error in 1918, the Congress in 1926 abandoned the “discov- 
ery depletion” principle—a principle which was bad enonczh in itself, vet at least 
providing an incentive bonus to the wildeatter without endowing the land with 
specin! tax advantages for all eternity—and to establish the principle of per- 
centage depletion—and a high one—27™% pnercent—for oil and gas production. 

The tax laws since 1926 have anthorized an oil or gas company to dednet 27% 
percent from the gross income from anv property producing oil or gas. This 27% 
percent depletion allowance or deduction is computed as a percentage of income 
from each property without revard to the amonnt of the investment or to the 
amount of prior depletion deductions. One saving condition was attached, 
namely: In no case may the deduction exceed 50 percent of the net income from 
the property—something that I do not believe happens very often. 

Obviously, over the life of an oil- or gas-producing property the depletion 
allowance will not only exceed the investment or cost, but it will go on and on 
and possibly exceed the value on date of discovery. 

In the January 1946 issue of Fortune magazine appeared a long article on 
Amerada Petroleum Corp., a crude oil producing company. The article stated 
in part: 

“Amerada’s tax situation is a businessman’s dream. The corporation quite 
literally does not have to pay any Federal income tax if it does not want to. 
This is dune to the highly reasonable provisions of the internal-revenue law 
designed for producers of crude oil. Amerada pays so little in Federal income 
taxes that it does not even segregate the tax item in its annual reports. Tn war- 
time, thongh Amerada’s profits soared, it made no provision for excess-profits 
taxes, and from 1945 to 1944 its normal Federal income tax actually declined. 
In 1944, on a gross of $26 million, a gross profit of $17 million, and a net after 
all charges of $5 million, Amerada’s allowance for its Federal income tax was 
only $200,000.” 

On today’s market this 27% percent depletion allowance amounts to aronnd 
80 cents per barrel for every barrel taken out of the ground. In previous testi- 
mony hefore this and other committees the integrated oil companies have testi- 
fied that while this statutory depletion allowance of 27144 percent enters into the 
caleulation of their tax the general practice in keeping their books is to charge 
only “cost” depletion. This was clearly brought out before the House Commit- 
tee on Interstate and Foreign Commerce in its oil price hearings last month in 
a question submitted to Mr. W. W. Keeler of Phillips Petroleum Co. The ques- 
tion and answer follow: 

“Qnestion. Does the depletion reflected in the published statements of the 
company represent the 27%-percent depletion allowance? 

“Answer. No, the depletion reflected in the published statements is hased upou 
the cost of the oil in the ground as reflected by the accounts of the company and 
hears neo relationship whatever to the depletion deductions provided for in the 
income-tax laws.” 

It would seem to me that this committee might well secure the exact figures 
from all of the oil companies on just what the depletion allowance and the spe- 
cia! privilege of writing off drilling and development costs means to them finan- 
cially and thus visualize to the American people the additional tax burden they 
must carry to support this gigantic subsidy. There have been some scattered 
published figures on the financial benefit of the oil companies and I present a few. 
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Tefore the House Interstate and Foreign Commerce Committee last month 
(oil price hearings) Mr. W. W. Keeler of I’hillips Petroleum Co. was asked the 
following question: 

“Question. With ofl at $2.65 a barrel, I assume that the depletion allowance 
would mean 73 cents a barrel, or $32,765,000 in 1952 on your domestic production 
of 45 million barrels?” 

To which Mr. Keeler later supplied the following answer: 

“Answer, The depletion claimed on the tax return for 1952 with respect to 
domestic crude-oil production was $28,477,000. The tax reduction by reason of 
this depletion was 52 percent or $14,808,000 or $0.327 per barrel.” 

The above figures of Phillips Petroleum Co. only refer to the depletion allow- 
ance. jut there were some other revealing figures submitted at those hearings 
before Congressman Wolverton’s committee. 

Take the case of a very large oil-producing company, the Humble Oi! & Refin- 
ing Co. In the year 1951 this company made net after taxes some $169 million 
and paid Federal income taxes of only $51 million. 

Standard Oil Co. of California revealed that for its domestic operations in 
1952 it took a depletion allowance of over $64 million. 

Recently figures were published in the newspapers concerning the profitable 
operations of Tidewater Oil. For the first 6 months of 1952 this company made 
$15,355.000 and allowed $2.544,000 for Federal income taxes. In the first 6 
months of 1953 Tidewater made net after taxes $17,591,000 and allowed $4,600,000 
for Federal income taxes. 

Those are only samples of what this gigantic tax subsidy means to the 
integrated oil companies. Later I shall further comment on how this subsidy 
adversely affects those engaged only in oil marketing—the siphoning of these 
enormous tax savings into the marketing end of the vil business fur the purpose 
of completing the monopolization of the oi] industry. 

I doubt if these large integrated oi] companies have ever paid an excess- 
profits tax. Yet their protits have increased by leaps and bounds. Your 
committee may wish to inquire into how these too liberal provisions of percentage 
depletion and writeoffs have enabled the integrated oil compunies to evade the 
excess-profits tax. 

I do not know what the position of the present heads of the Treasury Depart- 
ment are in this matter. I assume they will make their views known to the 
committee. However, if they sincerely wish to gather in more taxes without 
raising the rates on the rest of us this depletion allowance and drilling and 
development writeoffs will get their most careful attention. 

In 1933 the Acting Secretary of the Treasury aimed this criticism at the 
percentaze depletion allowance: 

“Our experience shows that the percentage depletion rates set up in the law 
do not represent reasonable depletion rates in the case of the designated proper- 
ties, but are much higher than the true depletion to which the taxjmver is 
fairly entitled. Moreover, these provisions enable a taxpayer to obtain annual 
depletion deductions, notwithstanding the fact that he has already recovered 
the full cost of the property. The deduction is, therefore, a pure subsidy to a 
special class of taxpayers. For this reason the Treasury recommends that these 
provisions be eliminated, in order to put all taxpayers upon the same footing.” 

Since 1933 the Treasury Department has repeatedly urged the Congress to 
either remove or reduce the pecentage depletion allowance. In 1942 the then 
Secretary of the Treasury stated to this committee (hearings, revenue revision 
of 1912): 

“Percentage depletion.—A second example of special privilege is the allow- 
ance for depletion. At the present time the owners of mines and oil wells are 
allowed to deduct so-called percentage depletion or cost depletion, whichever 
is higher Percentage depletion consists of a certain percentage of gross 
income (27% percent in the case of persons having an economic interest in oil 
and gas properties), the deduction being limited to 50 percent of the net income 
from the property. Under this arrangement percentage depletion goes on 
even after 100 percent of the cost is recovered and may substantialy exceed 
depletion based on cost. 

“In 1987 the resident and the Treasury recommended the elimination of 
percentage depletion, but no action was then taken. The war has intensified 
the necessity for eliminating any such special favor to one group of taxpayers. 
The removal of this special privilege would yield $80 million a year. 

“One of the reasons asserted in behalf of percentaze depletion for oil and 
gas properties is that it stimulates exploration for such properties. If this is 
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a proper objective it would he hetter achieved by a special depletion allowance 
to those who do explore without indiscriminate extension of the same favor 
to all owners. At the convenience of the committee, we shall place before it a 
plan directed to this purpose. 

“So far as minerals, other than oil and gas are concerned, it is believed that 
an adequate stimulus for exptoration would remain if the percentage allowance 
for depletion purposes were substantially reduced or percentage depletion were 
eliminated.” 

Please note that at the time Secretary Morgenthau was speaking crude oil 
was around a dollar a barrel whereas today with tax rates higher crude oil is 
three times that amount. It emphasizes the need for current figures on just 
what this tax handout to the oil producers amounts to at this time. 

In 1951 the then Secretary of the Treasury stated: 

“Fully as important as improved enforcement is the need for improving the 
tax structure in those areas which enuble favored taxpayers to escape their 
fair share of the burden. : 

“One of the major structural defects is percentage depletion available to oil 
and mineral producers. This is costing the Government and, therefore, taxpayers 
in general, hundreds of millions of dollars each year. 

“Under the percentage depletion provisions, owners of mines and oil wells 
are allowed to deduct a specified percentage of their gross income without regard 
to the capital cost of the property. These arbitrary rates of deduction range 
as high as 274 percent of gross income in the case of oil and may amount to 
50 percent of the net income. Unlike other capital-recovery allowances, per- 
centage depletion continues to be deductible even after 100 percent of the invest- 
ment has been recovered tax free. Thus total deductions may eventually amount 
to many times the taxpayer's actual investment.” 

So far as I know the oil companies haven't sought added relief for their stock- 
holders but no doubt it will not be long before they adopt the reasoning of the 
American Mining Congress that says: 

“In the case of the mining company a reasonable depletion allowance is made 
(either on the percentage or the unit basis) for the exhaustion of its principal 
capital asset—the mineral in the ground: and a similar allowance should be 
made to the stockholder to represent the exhaustion of his interest in the mining 
property. Otherwise the stockholder is being taxed upon what is in reality 
merely a return to him of his capital. 

“Accordingly, distributions to mining-stock holders should be considered to 
represent depletion—and hence be nontaxable to the stockholders—to the same 
extent that depletion is allowed against income to the corporations.” 

As this committee well knows the demand for additional items to be given 
percentage depletion rights seems nuniimited. The nroblem is not whit to add 
to the list but how to eliminate this special handout particularly where the 
rates are as high as in oil, 27'4 percent. 

Obviously, if the 27% percent depletion rate is to remain there should be some 
provision made so that when the oil producer has received back his “capital” 
that depletion thereafter ends. A mere reduction in the percentage rate would 
not he sufficient. 

The percentage depletion in the case of oil and gas production shonld be 
eliminated, and likewise the principle of discovery depletion and a return made 
to the income-tax procedure under the original tax laws prior to 1918 whereby 
no further allowance can be deducted when the depletion taken equals the 
capital originally invested. 

If, however, the committee believes what Sidney Swensrud of Gulf Oil Corp. 
and others told it 2 years ago (see pt. 8, hearings on revenue revision of 1951, 
p. 1709) that a special depletion allowance is needed in the oil industry “to 
help provide not only capital but the necessary stimulus to encourage provucers 
to keep reentering the business as the old wells decline” then the committee 
might consider giving the subsidy or bonus to the wildcatter who initially dis- 
covers a new pool. To do this the committee might revert to the 1918 principle 
of discovery depletion limiting it to the discovery of new pools (prohibiting its 
use on mere pool extensions) and eliminating anything but true cost depletion 
to anyone acquiring the property from the wildeatter. 

Certainly if an incentive to wildcat for oil is necessary there must he some 
way to accomplish this without granting the tax favoritism to everyone producing 
oil. In fact an incentive system might be devised that has no relation to the 
taxing system. 
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And as for providing the necessary capital to oil producers there is no more 
reason why a tax subsidy should be given them to provide capital than there is 
to provide the same means of capital expansion to other industries, 


DRILLING AND DEVELOPMENT COSTS AS EXPENSE IN THE OIL INDUSTRY 


Under Treasury Department Regulations, of doubtful legality in their origin, 
but later approved by the Congress, drillers of oil and gas wells have the option 
to deduct, us an expense, intangible drilling and development costs. 

This twin subsidy to oil and gas production was described to this committee 
2 yeurs ayo by the then Secretary of the Treasury us follows: 

“In addition to the highly favorable depletion allowances, oil producers can 
immediately deduct for tax purposes a substantial part of their outlays for drill- 
ing and development. The amounts of capital investiwent thus written off at the 
outset have no effect on the future percentage depletion deductions. This re 
sults in a double deduction with respect to the same capital investment. The 
combined impact of percentage depletion and the privileze of deducting drilling 
and development costs as a current expense is to wipe out the tax liability op 
incomes running into millions of dollars.” 

As | have indicated, the inuuguration of this Treasury Department regulation 
was of deubtful legality. In 1918 the Treasury Department by regulation, pro- 
vided that intangible development costs could be deducted as an expense provided 
an oil producer made a binding election to do so consistently. This regulation 
remained unchallenged until in 1945 when the Fifth Circuit Court of Appeals 
bel said regulation invalid. The tax Court on March 5, 1945, held that the 
Treasury regulations insofar as they purported to give taxpayers the option to 
treat drilling and development costs as an expense was contrary to law and 
that the amounts expended should be charged to capital. 

Promptly thereafter the Congress (7Uth Cong., Ist sess.) brought in and en- 
acted House Concurrent Resolution 50 legalizing the procedure. The text of 
the resolution is as follows: 

“Resolved by the House of Representatives (the Senate concurring), That in 
the public interest the Congress hereby declares that by the reenactment, in the 
various Revenue Acts bexzinning with the Revenue Act of 1918, of the provisions 
of section 23 of the Internal Revenue Code and of the corresponding sections of 
prior revenue Acts allowing a deduction for ordinary and necessary business ex- 
penses, and by the enactment of the provisions of sections 711 (b) (1) of the 
Internal Revenue Code relating to the deduction for intangible drilling and 
development costs in the cuse of oil and gas wells, the Congress has recognized 
and approved the provisions of Section 29.23 (m)-(16) of Treasury Regulations 
111 and the corresponding provisions of prior Treasury Regulations granting 
th: option to deduct, as expense such tangible drilling and development costs.” 

(See H. Rept. No, 761, 79th Cong. 1st sess., for a further explanation.) 

So fur as I am aware the o|] industry is the only industry that enjoys this 
particular type of tax avoidance. It should be eliminated as promptly as pos- 
sible, and the oil-producing companies required to capitalize their drilling and 
development costs the same as other industries. 


THE OIL MARKETERS INTEREST 


The interest of the oil marketer in the tax-avoidance schemes provided oi? 
producers by the 27% percent depletion allowance and the special writeoffs of 
drilling and development costs, goes beyond that of the ordinary taxpaying citi- 
zen who is hurt by having to pay higher taxes because of the special privileges 
thus accorded, 

The oil marketer’s interest goes to his very ability to stay in business and 
compete against the integrated oil companies who have these special tax priv- 
ileges to provide the funds with which to buy them out or expand their facilities 
so as to drive them out of business. 

If the tax benefits accorded oil producers were kept in the producing end of 
the business and not allowed to be used to subsidize losses in the marketing 
branches of the integrated oil companies, then from a competitive standpoint 
we would have no complaint. But such is not the case, Just one simple illus- 
tration—many more could be provided. Some years ago the Pure Oil Co. put out 
a prospectus which stated: 

“Under conditions existing in recent years, marketing operations, considered 
as a separate and distinct activity without regard to earnings from collateral 
operations, and based upon the acquisition of refined products by the marketing 
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divisions and subsidiaries at no allowance from published wholesale market 
prices, show substantial losses with the result that the compuny’s consolidated 
net eurnings have been substantially less than they would have been had it been 
possible for the colupany to sell its crude-oil production as such at pusted prices 
or as refined products at full wholesale market prices.” 

The integrated oil companies have practically eliminated the independent 
refiner from the oil industry—large areas that used to be served by independent 
refiners are now wholly controlled by the integrated oil companies. Acquisition 
of wholesale and retail stations by the integrated oil companies have proceeded 
inabigway. Ina 6%-year period Socony-Vacuum Oj! Co. alone took over better 


than 600 independent fill stations from their owners and over 200 wholesale bulk 
plants from jobbers. (See Ilearings, Senate Small Business Committee, pt. 20, 


S0th Cong., Ist sess., pp. 2241-2251.) 

Tax subsidies, such as the 27% percent depletion allowance and the privilege of 
writing off drilling and development costs, proration of oil to market demand 
{or below), transportation profits from operation of pipelines and tank ships, 
fast writeoffs for so-called emergency facilities have removed the financial risk 
of integrated oil companies so that they can be said to operate in a preferred 
class. If there is any risk left in the operation of the integrated oil producers 
such risk has been assumed or underwritten by the Federal and State govern- 
ments. The only competition left is in a few remote places where there ure 
some hardy independent refiners left or where a couple of dealers or jobbers get 
into a local disagreement and try to prove who has the longest pockethook But 
even these small remnants of a once hardy competitive oil marketing industry are 
fast disappearing. The dealers are becoming more and more employees of the 
major oil companies, independent only so far as the assuinption of liability to 
customers is concerned. And wholesalers cannot operate unless they sign up— 
only a step removed from the next controlled operation: commission »gency. 
Little wonder that the Senate Small Business Committee found that “the pe- 
froleum industry can he set down as definitely a monopoly.” (See S. Rept. No. 
25. 81st Cong. Ist sess., p. 13.) 

May I recommend a thorough study of the tax favoritism of the oil producing 
industry and particularly the integrated oil companies to the end that such 
favoritism be discontinued or some protection afforded to the oil marketers. 





THE Pure Orr Co., 
Chicago, August 24, 19538. 
Hon. Danter A. REED, 
Chairman, Ways and Means Committee, 
House Office Building, Washington, D. C. 


Deir Mr. Rerp. My attention has heen called to a statement made to your 
committee by Mr. Paul E. Hadlick, wherein be quoted, out of context, the follow- 
ing excerpt from a prospectus which he described as having been “put out” by the 
Pure Oj] Co. “some years ago” 

“Under conditions existing in recent years, marketing operations, considered 
as a separate and distinct activity without regard to earnings from collateral 
operations and based upon the acquisition of refined products by the marketing 
divisions and subsidiaries at no allowance for published wholesale market prices, 
show substantial losses with the result that the company’s consolidated net 
earnings have been substantially less than they would have been had it been 
possible for the company to sell its erude oil production as such at posted prices 
or as refined products at full published wholesale market prices. * * *” 

The quotation was taken from a prospectus filed 16 vears ago (1937) in con- 
nection with an issue of preferred stock sold for approximately $43 million for 
the purpose of acquiring money to pay off bank loans owed by the company 
and to pay for completion of a program of modernization and expansion for 
certain of its refining facilities. as was plainly stated in the prospectus. The 
remainder of the paragraph from which the quotation was taken is as follows: 

“* * * Expanding sales of gasoline coupled with restrictions on the production 
of crude oi] have necessitated the purchase of increasingly larger supplies of 
crude oil and gasoline from others, at a cost higher than that of the company’s 


own production, thereby contributing to the reduction in consolidated net earn- 
ings. The management of the company is endeavoring to adjust its operations 
so that more favorable results will be obtained. The higher gasoline yields 
alrendy being obtained and further to be expected from the refinery improvement 
program commenced in 1936 will, in the epinion of the management, be a factor 
ontributing to the accomplishment of this end.” 
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During the depressed period preceding 1937, the earnings of our company had 
not been all that could have been desired. That fact was no secret. Tros- 
pective purchasers of the issue of preferred stock were entitled to an explana- 
tion of the low earnings. The entire paragraph (partially quoted by Mr. Had- 
lick) auswered that question. Whereas the gasoline sules of the company had 
iucreased, restrictions on the production of crude oil from company leases had 
prevented it from producing sufficient crude to manufacture the gasoline needed 
to meet its expanding sales. It was also compelled to purchase gaseline for 
resale at a cost greater than would have been the cost of gusoline munufactured 
by the company. These factors contributed to the reduction in consolidated 
het earnings. Mr, Hadlick did not elect to quote the portion of the paragraph 
reflecting these explanatory facts, 

That the company management was concerned over the situation and taking 
steps to correct it also appears quite clearly from the above portion of the para- 
graph which Mr. Hadlick did not elect to quote. The situation was eliminated 
by the refinery improvement program, discovery of additional producing areas, 
and other corrective measures. Iam pleased to be able to state that there has 
been no recurrence of the condition. 

This company, under a situation peculiar to it and the abnormal conditions 
existing in 1987 and preceding years, bad not been in a financial position to 
carry out the modernization program necessary to correct the conditions set 
cut in the prospectus but not quoted by Mr. Hadlick. The implication attempted 
by Mr. Iadlick’s out-of-context quotation, that the depletion allowance accorded 
oil producers has been uilized over the years to subsidize losses in the marketing 
branches of all integrated oil companies, so as to eliminate nonintegrated pro- 
ducers and refiners, is an obvious and illogical non sequitur. 

The committee is fully able to evaluate Mr. Hadlick’s testimony, but in view 
of his inaccurate representation regarding this company it is respectfully 
requested that the text of this letter be included in the records of the hearing. 

Very truly yours, 
L. S. WE8coAT. 


The Cuamman. The next witness is Gen Ernest O. Thompson, 
chairman, Texas Railroad Commission, Austin, Tex. 

We are glad to see you here again, General Thompson. 

General THomrson. Thank you very much. 

The Caiman. If you will give your name and the capacity in 
which you appear, we will be gl: id to hear you. 


STATEMENT OF GEN. ERNEST 0. THOMPSON, CHAIRMAN, TEXAS 
RAILROAD COMMISSION, AUSTIN, TEX. 


General Trrompson. Mr. Chairman and members of the committee, 
I thank the chairman for the invitation to appear today and disc uss 
the oi] and gas depletion allowance. 

My name is Ernest O. Thompson. I am and have been a member 
of the Texas Railroad Commission continuously since June 1932. It 
is an elective office. 

Among the other duties of the Texas Railroad Commission is that 
of conservation of oil and gas, administering our conservation stat- 
utes, which are waste-prevention statutes. 

I have no financial interest in oil. I own no oil properties, no oil 
production, no oil royalties, no oil stocks, no oil interest of any sort 
or kind whatsoever. So far as I know, none of my kinfolk own any 
oilinterest. My sole interest in oil is that of a citizen-soldier, and that 
of a conservation official. 

In addition to being a member of the Texas Railroad Commission, I 
have long been a member of the Texas National Guard. I served in 
the first war as commander of a machine gun battalion in the 90th 
Division. I remained in the guard all the time between the two wars 
and trained two regiments in World War II. President Roosevelt 
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sent me as his representative to the World Petroleum Congress in 
Paris in 1937. Secretary of War Robert Patterson sent me on a sur- 
vey of oil and gas supplies throughout the E uropean theater in March 
1945 and then to make a survey of the oilfields in the Middle East, 
which I did. 

In 1951, I was one of the representatives of this Government with 
Dr. Rather of the United States Geological Survey at the World Ie- 
troleum Congress at the Hague. 

My interest has always been that of a citizen-soldier. For several 
years, I have been the commanding general of the Texas National 
Guard, so my thinking, naturally, is that of national defense. It is 
in this way that I have always approached the conservation of oil and 
gas. In the final an: itvels, oil is truly a munition of war. 

It might be of great significance to point out to this committee that 
the United States percentage of world oil reserves is constantly de- 
creasing even with the present depletion rate. We now have 23 per- 
cent of the world’s reserves; whereas, we produce over 50 percent of 
the world’s oil production, 

Moreover, we consume about 60 percent of the world’s oil produc- 
tion. 

It is my view that our consumption of oil and its products will in- 
crease as the years go by, and it is, of course, a fact that every oilfield 
depleted means just that much less oil in our reserves because oil is 
not replaceable. Only nature can make it so far as we know now. So 
we must encourage discovery and be good stewards when we find it. 


WHAT IS DEPLETION ALLOWANCE? 


Depletion, to my mind, is a recognition that every time you take out 
a hundred barrels of oil, there is just that much less oil [capital] in 
the reserve under the ground. You cannot possibly have any more 
oil than there is in place. 

I think it might be well to distinguish between depreciation, which 
is an allowance to rebuild something that can be rebuilt, and deple- 
tion in oil and gas, which is the recognition or a diminution in the 
reservoir. As I said before, only nature can make oil. Man can only 
search for these deposits of nature. 

Ten long years of strict conservation of oil and gas and proration 
of production in Texas prior to Pearl Harbor made it possible for 
our Nation to have all of the oil it needed for the war effort in World 
War II. We were never short of oil at the front, although I must say 
that we were severely taxed in our producing ability many times 
during the war. In Texas we produced our fields to the limit. Some 
we produced at a faster rate than we should have conservationwise. 
We had no extra capacity to produce, and rationing of civilian needs 
was necessary in order to conserve the oil. 

Since World War II, I have kept constantly in touch with the oil 
requirements for our defense. For a number of years, I have been 
trying to ascertain from the Defense Denartment, War Department, 
and Navy the answer to this question: How much reserve daily oil- 
producing capacity or ability is enough for adequate national se- 
curity? Here is the reply recently received by the Honorable Lyndon 
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Johnson, our senior Texas Senator, from our very able Secretary of 
the Navy, the Honorable R. B. Anderson : 


This in further reference to your letter of April 20, 1953, concerning the 
question posed by General Thompson, of the Texas Railroad Commission, rela- 
tive to the amount of reserve daily producing capacity required for security. 
The Chief or Naval Operations, on the basis of investigation made in accord- 
ance with my instructions, has furnished me with information on your inquiry. 

The problem, as presented, is not peculiar to the Navy or any one segment of 
the Government. It is closely related to problems of national and international 
scope and is tied in with the amount of oil reserves available to the Free Nations 
of the World 

It is estimated that the current United States daily production, including 
crude oil, distillates and gas liquids, is 7,059,000 barrels per day. The estimated 
daily production capacity if restrictions—chat is, producing without regard to 
conservation—were removed is 8,159,000 barrels per day. 

This fizure is not sufficient to meet the United States and Allied requirements 
in time of a national emergency. To meet the estimated wartime deficit, it will 
be necessary to resort to rationing as in World War Il and a realinement of the 
petroleum end products as they come from the refineries. 

In addition, reliance nust be placed on the drilling of new wells and develop- 
ment of areas heretofore not fully developed rather than putting all our fuith 
in proven reserves such as Elk Hills and Teapot Dome. 

The problem is not one of reserves alone, but it is interrelated to refining 
capacity, land-transportation facilities, tankers, and storage facilities as well as 
increased drilling of wells and development of new fields. 

The Vetroleuw Administration for Defense under the Department of Interior 
is ove of the agencies that coordinates the military requirements with similar 
civilian demauds, and is in a position to elaborate on certain aspects of the 
problem that do not fall within the cognizance of the Armed Forces. 

Signed “R. B. Anderson, Secretary of the Navy.” Dated “May 
99. 1953.” 

This highly authoritative and carefully studied report makes it 
clear that we do not have enough oil for national security. This means 
that we must drill ever deeper and deeper and continue our search 
for oi] until we bring in and build up at least another million barrels 
of reserve daily oil-producing ability. By reserve daily oil-producing 
ability, I mean the ability to produce the oil from wells already dr illed. 

The Secret: iry of the Navy points out very correctly that we cannot 
place our dependence upon undrilled lands set apart for so-called oil 
reserve. The only dependable defense reserve in oil is in wells al- 
ready drilled and producing at rates below the maximum efficient 

rate so that, come war, we need only to produce the wells at the full 
maximum efficient rate every day to bring forth the extra oil needed. 
That means extra producing capacity that you can count on just like 
money on deposit in a bank to your checking account. Surely this 
is no time to tamper with anything that might affect our national 
security. Rather, in my opinion, we should be hunting up ways to 
further stimulate domestic production. 

We do not yet have enough ready reserve oil-producing capacity 
for our national security; to my mind, not half enough. Revenue, 
however badly needed, cannot be considered when our national security 
is at stake. Our very freedom is involved. Come war, there would 
be no time to hunt for places to drill oil wells. That takes years at 
best. To be useful for defense, gentlemen of the committee, the oil 
wells must be already drilled. Reserves lying undrilled are of no 
value and there would be no time to drill them; there would be no steel 


37746—53—pt. 3-34 








2004 GENERAL REVENUE REVISION 


available forthe drilling. There isa shortage of material today, even 
in so-called peacetimes. The oil wells must have already been dr illed, 
equipped and ready to produce, hooked up and connected to the pipe- 
lines and to the refineries of ample capacity, ready to make the prod- 
ucts required in sufficient a antities and of proper quality. 

Since the close of World War II, the oil industry has gone faith- 
fully forward with new drilling, new pipeline construction, new re- 
fineries to the amount of more than $17 billion. They have done 
that in order to keep up with the ever-expanding American economy 
and to help get ready for the national defense in time of possible 
emergency. I feel that we should not now imperil the progress in 
this field and become dependent on foreign oil. Even in time of peace 
foreign oil may be denied us by political complications—witness Lran 
today. Such could happen anywhere. It did happen in Mexico in 
expropriation. 

Make no mistake about it, gentlemen of the committee, a ready 
domestic oil supply will continue to be, in the mind of our enemy, 
whoever it might be, one of the greatest deterrents to war. Oil 
is ammunition. In defense or attack, oil is a prime factor. It is my 
honest opinion that any reduction in the depletion allowance and 
result in loss of revenue to the Government would be poor economy 
indeed. Why tamper with a system which brought forth a drilling 
progr: am—which is the only way to find oil—and has made oil avail- 
able in such quantities that we have been able to win two wars within 
a generation. 

Men venture in risky drilling, largely because of the 2714-percent 
depletion allowance. Remove that incentive, and our domestic supply 
of oil will shrivel, and we will become, in my opinion, dependent upon 
foreign oil within a very short time. Then, come war, foreign oil, 
of course, could be denied us. Especially is this true of the great 
Persian Gulf area, the Middle East, Iraq, Iran, Saudi Arabia, Kuw: ait, 
and Bahrein Island where they have discove red more than 64 billion 
barrels of oil. The production in that area has already gone up to 
2,524,000 barrels of ofl per day. 

‘These creat Middle East fields, gentlemen, around the Persian Gulf, 
lie under the very shadow of the Russian bear, right at the border. 
I have heard it testified in the committees of the Congress by high 
military officers that these oilfields could not be counted upon by us 
if war should come. Therefore, I urge the members of this committee 
not to change the 2714-percent depletion nor reduce it in any way. 
The system is working; it is producing the oil. To my mind, it 
means national security. 

We cannot afford to let anything happen that would lessen the 
incentive to hunt for oil in the United States. 


EXPANDING PEACETIME ECONOMY NEEDS MORE RESERVE CAPACITY 


We need additional reserve-producing capacity for our ever-expand- 
ing economy. 

Each year our crude requirements are increased by about 500,000 
barrels of oil per day. It can, therefore. be safely predicted that 
by 1975 we shall need from 12 to 14 million barrels of crude per 
day in the United States. This statement is backed up by the 
research of the Paley committee. 
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Gasoline consumption is up 8.3 percent over last year. Factory 
sales of new motor vehicles in the United States last year amounted to 
5,208,981, or an average of 14,232 cars, trucks, or buses each day of the 
year. The railroads have largely converted to diesels, which require 
much oil. 

We have in storage at this time above ground 143,446,000 barrels of 
gasoline, but when divided by the number of vehicles on the road 
using gasoline—that it, automobiles, trucks, and buses—that gives 
only 114 gallons per vehicles in storage today above ground. This does 
not include farm tractors or stationary equipment. 

Consuming as we now do about 7 million barrels of oil per day in 
the United States, it must be remembered that a million-barrel dis- 
covery would supply the United States for a little less than 4 hours, 
The discovery of a good field—say about a 100-million-barrel field, 
which is called a major discovery—would only supply the United 
States 14 days. Although it must be kept in mind it takes 30 or 40 or 
more years to produce oil in that field, only 1 out of 991 discoveries 
32 100-million-barrel field. During the past 10 years, there have been 
only 19 such discoveries in the United States, or, differently stated, 
within the past 10 years we have only discovered 19 oilfields each of 
suflicient reserve capacity to supply the United States for 14 days. 
Only 4 of these fields were of a depth of 5,000 feet or less. The depths 
of the others range from 5,000 feet down to as deep as 13,100 feet. 

The average oil production in Texas today is a little less than 20 bar- 
rels per well per day. The average for the United States is around 14 
barrels of oil per well per day. Some wells in foreign fields produce 
up to 10.000 barrels of oil per well per day. Our problem here in 
America is to find ways and means to permit our oil to compete 
in the world market with foreign oil. Our exports have been drop- 
ping. Imports of crude oil and products for the 4-week period ending 
July 25 amounted to appreximately 866,200 barrels daily. 

This brings about, natur ally, a question which faces the American 
people today. and that question is, “How can 20-barrel wells compete 
with 10.000-barrel wells?” 

Certainly. without the depletion allowance, the domestic oi] pro: 
ducer could not stay in business and compete in the world market 
with foreign oil. 

The average daily production of oil in Texas during the month 
of July, 1953, was 2,805,600 barrels per day. We had 142,650 pro- 
ducing wells on July 31. If you divide 142,650, the number of wells, 
into 2.805.600 barrels, the average daily production, you get approxi- 
mately 19.7 barrels per day as the daily average per well production. 
Multiply 19.7 by $2.86. the average price per barrel of oil. and you 
get $56.34 as the average total gross revenue from each oil well in 
Texas in July 1953. From this $56.34, there is deducted ~ one- 
eighth landowner’s royalty or $7.04, leaving the operator $49.3 

Take from this $49.30 the interest on investment, taxes— oie they 
are many—maintenance, repairs, labor, wages, and other overhead 
expenses, and you will readily see what the producers of this country 
face. 

Certainly, it is fair to assume that if the depletion allowance is 
reduced, our supply will suffer. Manv wells veut be abandoned. 
Many new wells would not be drilled. We are not now in any position 
to see our oil supply diminished. 
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OIL HARD TO FIND 


The search for oil is a hard one. New-discovery or so-called wild- 
cat wells are successful in only 1 out of 9 holes. Eight of nine efforts 
are failures—dry holes. 

The chances of finding even a very small oil field are 1 in 16 tries. 
By a very small field, I mean one that would supply the United States 
with oil for only 4 hours, a million barrel field. 

The chances of finding a small field are 1 in 58 tries. That would be 
a 14 million barrel field. Such a tield would supply the United States 
for 2 days. 

As I stated before, the chances of hitting a major oil field are 1 
in 991. During 1952, the total number of exploratory wells drilled 
was 12,425, of which 10,090, or 81.2 percent were dry holes. 6,698 
new field wildcats were drilled, of which 88.9 percent were dry holes. 
In 1952, for every new field discovery, it was necessary to drill 
43,862 feet of hole. This, of course, because you had so many dry 
holes. 

The average cost of a wildcat well in the United States, including all 
exploratory ‘dev elopments and necessary overhead, is approximately 
$100,000. Many of them cost $500,000 up to $1 million and then 
prove to be dry. I know of one well which was drilled at a cost of 
$1,500,000 and which was dry. 

Of all the wells drilled in 1952, 39.9 percent were dry holes. Of all 
exploratory wells in 1952, 81.2 percent were dry holes. 

I recently saw an analysis of the cost of finding and developing oil 
per net barrel of oil produced which was based upon the operations of 
30 representative oil companies. This cost increased from $0.55 per 
barrel in the year 1942, progressively to $1.57 per barrel in the year 
1952. 

CONGRESS DEPLETION POLICY WISE 


Twenty-seven years ago, in 1926, the Congress of the United States, 
after some troubles with discovery depletion provision of 1918, enacted 
the percentage-depletion law as applied to oil and gas for three pur- 
poses : First, to assure continuing abundant supplies - for an expanding 
economy ; second, to assure equit: table taxation of the petroleum indus- 
try ; third, to provide adequate oil reserves for defense. 

This wise depletion recognition on the part of Congress has accom- 
plished all three of those purposes. 

Given a continuance of the opportunity which this time-tested 
method has provided, in my opinion, the industry will continue to find 
the oil as needed. It will meet the plea of the Government for addi- 
tional oil-producing capacity for defense. 

As further proof “of the wisdom of the 271 Y4-percent depletion recog- 
nition, I should like to point out that in 1996 the oil reserves of the 
United States in known fields were some 8 billion barrels. Now 27 years 
later, in 19538, the oil reserves of the United States in known fields 
are approximately 28 billion barrels of crude alone, plus about 5 bil- 
lion more if you include natural gasoline, condensates, and liquefied 
petroleum gases, Which come from gas and which are available. 

During this period of 27 years, there were produced in the United 
States 3634 billion barrels of crude oil. Now consider that carefully. 
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Twenty-seven years ago when the depletion recognition was estab- 
lished by the Congress, we had in the United States only 8 billion 
barrels of proved reserves. Since that time we have produced 3634 
billion barrels to meet current demand, and now find ourselves with 
proved reserves of 28 billion barrels in the ground in known fields. I 
do not believe that stronger proof could be made as to the wisdom of 
the 2714 percent depletion and its incentive to discover new fields. 
It works. It furnishes the proper incentive. It is dependable. It 
should not be tampered with. 


GASOLINE CHEAPER AND BETTER 


I have many times said that, after all, it is the consumer who must 
be served. Served he will be. The consumer’s interest will best be 
served by a retention of a 2714 percent depletion. 

The average price of gasoline today in 50 cities, including tax, is 
29.51 cents per gallon. Gasoline, like everything else, is cheaper and 
better where he: althy , free competition prevails under a private capital 
ownership system. 

With all of the increase in demand and with a tremendously im- 
proved product, gasoline today sells at a lower figure than it did in 
1926, tax excluded. Two gallons of today’s gi asoline does the work 
of 3 gallons of 1926 gasoline. 

We have built America by wise and efficient use of our resources, 
By wise laws we have given men the opportunity and incentive to find 
enough oil to make our great progress possible. Let us keep these wise 
laws unchanged. 

Just last week I was inspired when our great President Eisenhower 
said in his report to the Nation that “The collective resolve of the free 
world can and will meet aggression in Asia—or anywhere in the 
world.” I feel sure this statement from our leader brought hope to 
the oppressed and enslaved peoples of the earth. It must have thrilled 
the hearts of every liberty-loving American. 

This statement from our President makes more compelling, to my 
mind, the retention of every aid and encouragement possible to dis- 
cover and develop more and more petroleum to guarantee as far as 
possible our security at arms in carrying out this pledge of world 
security from aggression and oppression. “Oil is truly a must in muni- 
tions of war. 

One of the most important reasons why the United States is great 
among the countries of the world, to my mind, is that it has strong, 

stable industries, one of the greatest of which is the petroleum industr y. 

Oil and gas play a vital part in the daily living standards of every 
American. 

Oil and gas constitute the principal source of energy, about 52 
percent. Adequate sources of these fuels are indispensable for na- 
tional security; for example, more than one-half of all military ton- 
nage shipped in World War II was oil. Texas furnished 80 percent 
of this oil. 

The Federal Government has asked the oil industry to increase 
potential oil production by 1 million barrels daily in order to provide 
for adequate defense of our country. It is, therefore, inconceivable 
that any attempt should be made to reduce the percentage depletion 
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allowance, which is the one incentive that has contributed much toward 
the oil industry’s sound, solvent position in the national economy. 

Oil and gas are natural resources which have no real value until 
discovered, developed, and produced, and the biggest part of the 

value of oil and gas accrues when it is found. 

Oil and gas is a wasting asset. It can only be replaced by finding 
new supplies—that is, new oil and gas reserves—and the finding of 
these reserves calls for extensive exploration programs, costing “bil- 
lions of dollars. On the average, a wildcat well costs $100,000, but 
some cost over $500,000. Only 1 in 9 such wells strike oil, therefore, 
on the average, the oilman must invest $900,000 before he discovers 
1 producing oil well. The manufacturer does not build 9 factories 
before he finds 1 that will produce goods for sale, thus, the manufac- 
turer spends only $100,000 and is re: ~ady for business, whereas the oil- 
man spends $900,000 before he gets any production, on the average. 

The big odds against the discovery of producing oil wells discour- 
ages the risk of nee al, yet, unless money is risked to drill wells and 
find oil and gas, the Nation will not have the natural resources it 
needs in times of peace and war; so, as a means of encouraging the 
hazardous search for oil, Congress has provided the incentive of 
percentage depletion. 

Percentage depletion is eens in recognition of the value created 
by the discovery of oil and gs In the case of oil and gas, the invest- 
ment in the property is not an a whens ite measure of the capital created 
by the discovery, because when we refer to depletion of underground 
deposits of oil and gas, we speak of exhaustible natural resources that, 
by ‘thei ‘ir very nature, are irreplaceable. 

Percentage depletion is essential to a healthy and stable oil and 
gas industry. It isa simple and practicable method of determining 
depletion deductions in order that the return of capital will not be 
taxed as income. 

During the years 1935 to 1949, the oil- and gas-producing industry 
invested just about 271/ » percent—exactly the percentage depletion 
allowance—of the proc ecds it retained from the sales of oil and gas in 
the search for domestic additional oil reserves. Percentage depletion 
is helping increase the reserves of oil and gas in many ways. As an 
example, it makes possible the orderly application of proration laws, 
conservation projects like water flooding, gas injection, et cetera, 
which are all very expensive, but they bring back greater amounts 
of oi! in the long run, so essential to our national defense. 

The depletion allowance works in the public interest. For instance, 
in a 25-year period during which the incentive of percentage depletion 
has been in operation, oil producers have— 

1. Invested approximately $25 billion in the search for oil. 
2. Drilled about 640,000 wells. 

Discovered and developed 48 billion barrels of new oil re- 
serves—more than one and a half times the volume consumed in 
that period. 

4. Supplied six-sevenths of all the oil used in World War II by 
the United States and her allies. 

5. Ended the 25-year period with the largest proved reserves of 
petroleum in the history of the United States. 
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3. Developed the oil and gas resources of the United States to 
Phe point that they contribute almost half of the total mineral 
we: lth of the Nation. 

7. Created an industry which today employs directly 1,500,000, 
and indirectly many more thousands, thereby generating billions 
of national income subject to taxation. 

The foregoing record has made it possible to produce more with less 
work :; has made low cost transportation available to everyone ; and has 
raised our standard of living. Because of adequate underground oil 
reserves prices have been low, as evidenced by the fact that during the 
period from 1926 to 1949 wholesale commodity prices generally in- 
creased 55 percent, while at service stations the price of ‘gasoline, ex- 
cluding tax, was no more than it was in 1926. 

Some of the serious consequences from a reduction in the percentage 
depletion allowance are these: 

The price of wasoline and other petroleum products will in- 
“ ase through added costs and se: ireity. 

The incentive for risking capit: al in the hazardous business 
a explor ing, wildeatting, discover ing, and developing oil and gas 
reserves will be dangerously dimi hished. 

The diminishing of discovered underground oil reserves will 
jeopardize America’s program of defense and military prepared- 
ness, 

The small “stripper well” operator will be forced to curtail 
oper: itions. Indeed, many of them may be forced to liquid: me 

5. Because of curtailed operations suppliers to the oil and g 
industry will suffer; and thereby less income will be available for 
taxation to the Government. 

6. Reduction of the industry’s payroll will materially reduce 
individual income subject to taxation. 

7. The millions of industry stockholders will not only get 
smaller dividends, but their incentive to invest in oil stock will be 
destroyed, resulting in a further reduction of income available for 
taxation. 

When our oil reserves are increased, we add to our national income 
and, therefore, increase our tax revenue. We also thereby strengthen 
our inilitary defenses. By this I mean that reducing depletion per- 
centage would actually not increase the Government revenue. On the 
contrary, it would reduce incentive to hunt for oil and gas and would 
therefore bring in less revenue to our Government and weaken our 
national defense. Further, it would weaken our strength for our ever- 
expanding economy. 

I trust the 271 -percent depletion recognition will not be disturbed. 
It is a wise provision. It truly protects the consumer by an assured 
supply. 

A CONSISTENT TAX POLICY REQUIRED 


The large amount of capital risked in the search for oil is recovered, 
if at all, over a long period of time. Many producing fields today have 
a life of 20 to 40 years or longer under conservation practices. Capital 
risked in the search for these fields has been invested on the basis that 
the principle of percentage depletion is thoroughly established and 
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will be continued. This principle is not only a recognition of the 
unusual nature of the search for oi] but also an incentive to the re- 
investment of capital in order to assure supplies for the future. Under 
these circumstances, it seems necessary that the tax policy on depletion 
be continued and that uncertainty with respect to possible changes in 
percentage depletion be removed. The very threat of possible change 
in the tax provisions with respect to depletion can act to discourage 
the necessary investment of risk capital in the search for oil. We 
cannot, in my opinion, afford to discourage the search for oil, since 
it is taking an increasing effort to supply us with the oil that we are 
using today. With the continual increase in demand and the steadily 
rising costs in the search for oil, the incentives for risking capital in 
the search for oil need to be increased rather than to be reduced. 

Gentlemen, we are barely holding our own in oil and gas production, 

I have some exhibits I wish to submit for the consideration of the 
committee, 11 in number. 

The Cnuairman. Without objection they will be included in the 
record. 

(The exhibits referred to are as follows :) 


Tue SECRETARY OF THE NAVY, 
Washington, May 22, 1953. 
Hon. Lynpon B. JOHNSON, 
United States Senate, 
Washington, D.C. 


My Dear Senator JOHNSON: This is in further reference to your letter of 
April 20, 1953, concerning the question posed by General Thompson of the Texas 
Railroad Commission relative to the amount of reserve daily producing capacity 
required for security. The Chief of Naval Operations, on the basis of investi- 
gation made in accordance with my instructions, has furnished me with informa- 
tion on your inquiry. 

The problem, as presented, is not peculiar to the Navy or any one segment of 
the Government. It is closely related to problems of national and international 
scope aud is tied in with the amount of oil reserves available to the free nations 
of the world. 

It is estimated that the current United States daily production, including 
crude oil, distillates and gas liquids, is 7,059,000 barrels per day. The estimated 
daily production capacity, if restrictions were removed, is 8,159,000 barrels per 
day. 

This figure is not sufficient to meet the United States and allied requirements 
in time of a national emergency. To meet the estimated wartime deficit, it will 
be necessary to resort to rationing as in World War II and a realinement of the 
petroleum end products as they come from the refineries. 

In addition, reliance must be placed on the drilling of new wells and develop- 
ment of ureas heretofore not fully developed rather than putting all our faith 
in proven reserves such as Elk Hills and Teapot Dome. 

The problem is not one of reserves alone, but it is interrelated to refining 
capacity, land-transportation facilities, tankers and storage facilities as well as 
increased drilling of wells and development of new fields. 

The Petroleum Administration for Defense under the Department of the Inte- 
rior is one of the agencies that coordinates the military requirements with 
similar civilian essential demands, and is in a position to elaborate on certain 
aspects of the problem that do not fall within the cognizunce of the Armed 
Forces. 

Sincerely, 
R. B. ANDERSON. 
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Proof that depletion recognition by the Congress brings forth needed petroleum 
for defense and exrpanding peacctime economy 
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United States well completions 


























| Average 
5 | a | orcer 
Year | Oil Gas Service | Dry | Total | a denth all 
| } | } , ~ | wells (fect) 
1926 18, 62¢ 2, 502 8, 328 | 29, 456 28.3 2, 800 
1938 ‘ 19, 196 | 2, 143 1,363 | 6, 515 29, 127 23.5 3,110 
1939 aecm ee 17, 734 2,30 1,358 | 6. 890 28, 012 | 25.8 3, 053 
1940 ais 19, 843 2, 265 1,988 | 7,053 | 31, 149 24.2 3, 088 
1941 : 19, 590 3, 279 2.361 7, 280 | » 510 | 24.1 3. 056 
1942 - 11, O82 2. 68 2, 261 | 5, 962 21. 990 30. 2 3, O88 
1943 9, Of 2, 314 1, 708 | 6, 364 20, 349 34.1 3,016 
1944 oe 13, 55 24 2,053 | 7, 153 | 25, 786 30.1 3, 272 
1945 . 14, 097 3, 039 2. 167 | 7, 346 26, 649 30.0 | 3, 489 
194 16, 204 3, 355 2, 085 | 8, 496 30, 230 | 30. 2 3 345 
1947 17, 896 3, 437 | 2.063 | 9. 751 33, 147 | 31.4 3,404 
1948 | 22, 543 2, 966 | 2. 029 | 11. 939 39, 477 | 31.9 3. 463 
1949 | 21, 79 3,121 | 1, 150 | 12. 898 | 38, 962 34.1 3, 558 
190 24, 240 3,015 | 1, 1534 | 14, 918 43. 307 35.4 3. 689 
1951 23, 876 3, 198 | 1,425 17, 497 45, 996 | 39.3 3, 813 
1952 | 23, 638 166 1,322 17, 759 45, 885 39.9 4, 062 
United States petroleum imports 
[Thousand barrels daily] 
1953 
} ’ e4 _ 
Source Year 
| oe i M Ist 5 
anuary May | months 
Saudi Arabia nai ee nell 81 | 98 119 106 
Iraq s paw | 2 | 6 4 s 
Kuwait ~—_— 72 | 87 89 96 
Other Middle East ‘ - kien | i 
Far East | 
Tota] Eastern Hemisphere ‘ ‘ seis nalitdineel 
Venezuela * seus eone--- 
Other South America 
Menton = 
Canada 
Total Western Hemisphere le ee eae a 403 395 | 440 391 
Total crude imports acai cilia aii mataetisiidt Nate a | 573 | 616 703 639 
Products imports c a rete 385 | 518 393 445 
Total imports, all oils ‘ ids el dia tei aiacei talgeblecrenessiteiiiaict 958 | 1, 134 1, 096 1, 084 
Total exports Se a paviadwe nnuduitetebeilan 436 | 3386 379 432 
Total net imports oi] and products . aneniwaen 522 | 748 717 652 
i ' 





Norte.—It will be seen from the above figures that the United States is now a net importer of oil, depend- 
ent on foreign oil to the extent of 652,000 barrels per day. 
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RELATION of WELL COST to DEPTH 
REPRESENTATIVE COMPANIES 
WEST TEXAS-NEW MEXICO AREA 
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RELATION of WELL COST to DEPTH 
REPRESENTATIVE COMPANIES 
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WELL COST PER FOOT Vs. DEPTH 
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General THompson. And I have a study entitled “Tax Policy and 
Petroleum Supplies—The History, Basic Philosophy and Equity of 
Percentage Depletion and the Expensing of Intangible Drilling Costs | 
as Applied to Oil and Gas Production” by Hines H. Baker, a classmate 
of mine in law school at the university, which is a thorough study and 
which I would like to submit for the consideration of the committee. 

The CHamman. How many pages? 

General THompson. ‘Twenty-three pages. 

The Cuarrman., It is a small pamphlet ? 

General THompson. Yes. 

The CuHamman. Without objection it may be made a part of the 
record. 
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(The document referred to is as follows :) 


Tax Poticy AND TPeTRoLEUM SuppLres—THE History, Basic PHILOSOPHY AND 
Equity oF PERCENTAGE DEPLETION AND THE EXPENSING OF INTANGIBLE DRILLING 
Custs as APPLIED TO OIL AND Gas ProDdUCTION 


(By Hines H. Bakes, president, Humble Oil & Refining Co.) 


(An address before a division production group session, annual meeting of the American 
Petroleum Institute, Los Angeles, Calif., November 15, 1950) 


INTRODUCTION 


This analysis and discussion deals with the basic principles and philosophy 
underlying the income-tax provisions applicable to petroleum production, and 
with the practical considerations involved in a sound taxing policy that will 
induce the risk of the billions of dollars of capital that must be spent annually 
tu discover and develop the petroleum supplies required for our economy and 
for national defense. The analysis is not intended to be a technical treatment 
of the subject. Such technical treatment would involve many details best left 
for discussion by tax experts, lawyers, and accountants, 


IMPORTANCE OF PETROLEUM SUPPLIES 


Oil and gas are more essential to the United States today than ever before. 
They have now become our principal source of energy. Ample supplies of these 
fuels are indispensable for national security as well as for economic progress. 
Oil and gas are major factors in our rising standard of living. We use and need 
great quantities of energy provided by oil and gas for industry, for transporta- 
tion, for agriculture, and for the home. Our industrial civilization depends on 
the continued adequacy of petroleum supplies, particularly for transportation 

Will we continue to have enough oil and gas for national security and economie 
progress in the years ahead? There are many technological and economic factors 
which must be weighed in arriving at a reasonable answer to that question. 
In my opinion, the United States will continue to have the oil and gas it needs 
for the foreseeable future provided that there is no interference with satisfactory 
economic incentives in the search for new petroleum reserves. The existence of 
reasonable economic incentives will bring about the huge investment of capital 
necessary to continue the exploration, development, and technological advances 
which make it possible to provide sufficient oil and gas for an expanding economy. 
In the absence of reasonable incentives, supplies of oil and gas will be affected 
adversely and our standards of living and national security will suffer corre- 
spondingly. 

Recent developments emphasize the need for consideration of the impact of 
tax policy on petroleum supplies. The trend toward higher income taxes reduces 
the incentive and opportunity to make new investments in productive facilities 
for all business. It will, therefore, influence exploration and development of 
new petroleum resources. That risk the oil industry shares in common with 
other business activities. In addition, however, the pressure on the Government 
to raise more revenue has lead to dangerous proposals for changes in the tax 
piructure which would strike a direct blow against future domestic petroleum 
supplies. The changes proposed early this year in the maximum rate of deple- 
tion from 27.5 to 15 percent on the value of production would have cut virtually 
in half the rate which has been recognized since 1926 as necessary to provide 
fair treatment for this hazardous business and to encourage the further venture 
of risk capital in the search for new reserves. Another proposal would cut deple- 
tion still further by allowing it to apply only after gross income equaled the 
intangible development costs rather than over the full producing life of a 
property. These proposals would inevitably result in reduced exploration, 
smaller supplies of petroleum, and higher prices for petroleum products, all 
of which would hurt national security and handicap further economic progress. 

Abundant supplies of oil and gas have been of tremendous benefit to all of us 
by providing low-cost transportation, machines to increase production while 
hours of work are reduced, and all the comforts of convenient and clean heat and 
Power in our homes. Furthermore, they have been enormously valuable to the 
United States in time of war. In World War II, for example, petroleum products 
for ships, planes, tanks, trucks, and other equipment carried our fighting forces 
to victory, with a saving of immeasurable value in lives, time, and money. 
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Abundant oil supplies meant victory for our forces, while inadequate oil supplies 
spelled ultimate defeat for our enemies. Surely the Government will not seriously 
consider tax measures thuit would jeopardize national safety and have a disas- 
trous effect on our future economic progress if it understands the principles aud 
facts involved in this important matter, 


THE PRINCIPLE OF DEPLETION 


Since the first income-tax law was passed in 1913, Congress has recognized 
that such laws must take into account the depletion of national resources incident 
to production, Depletion is comparable with depreciation on other capital assets, 
Both depreciation and depletion must be recognized in income-tax laws in order 
to avoid the fundamental mistake of taxing capital as though it were income. 
The 16th amendment to the Constitution authorized tax on income only, and not 
on capital. Whenever income taxes are imposed, it becomes necessary to define 
and distinguish between capital and income so that the receipts of a taxpayer 
which represent the return of capital are not subjected to taxation us though 
they were current income. This distinction is essential to protect capital assets, 
including basic natural resources, so that capital may be replaced and additional 
capital attracted into the productive operations that create our income, 

The problem of measuring capital is relatively simple in the average business. 
In most activities of normal risk the capital is about the same as the investment 
in productive facilities. If a tirm invests $1,000,000 in a plant which will last 
20 years, its depreciation is at a rate of $50,000 a year. Such depreciation is 
deducted from gross income each year in arriving at net taxable income. That 
principle applies with equal force to the refining, transportation, and marketing 
activities of the petroleum industry. In the case of oil and gas exploration and 
production, however, as for all other natural resources involving considerable 
hazard, investment in a property is not an adequate measure of capital value 
created by the developer of new resources. To encourage continued exploration, 
depletion provisions must take into account the capital value of the resources 
themselves. 

What is the capital that should be allowed for the depletion of natural resources 
discovered on a property as a result of hazardous exploration? It is not merely 
the investment ina particular productive property, for under such a narrow inter- 
pretation the capital risked and lost in nonproductive ventures would be entirely 
overlooked. It takes the exploration of many areas to locate one structure with 
sufficient promise to warant a test well. In such rank wildcat ventures only 
one out of every nine wells is successful. In addition, exploratory wells are 
drilled beyond the limits of existing production to extend the productive surface 
aurea or to locute new horizons in existing fields. If all types of exploratory wells 
are considered, then only 1 in 5 is suecessful. That means that the capital risked 
in the search for oil is much more than five times the amount spent in locating 
the discoveries, In such circumstances, it would be unfair by any reasonable 
standard to limit the capital returnable by depletion to the amount spent on 
productive properties. Even if an operator has suflicient other income against 
Which he can deduct his nonsuccessful expenditures (which misht not be the 
case for one seeking to get started in the business), that only reduces bis taxes 
without actually returning the capital lost or providing an opportunity to earn a 
profit on it. 

A reasonable investor could not afford to venture large sums of capital against 
substantial odds if he were limited to recovering as capital only what he spent 
on the discoveries while required to absorb all the losses on the numerous failures, 
There must be the hope of a return in case of success greater than the amount 
risked on the successful venture in order to attract sufficient operators into any 
business involving large risks. Return to the most successful operators may seem 
large when viewed alone, but the average return is apt to be quite small. The 
hope and realization of large reward for unusual success is indispensable to 
induce enough operators to take the risks involved in the search for new oil 
Naturally, the reward should be in proportion to success in finding ofl. The 
value of a new discovery is governed by the volume of oi! discovered, and not by 
the amount of money spent in locating it. As the property .is depleted of re- 
sources, that value declines. Depletion provisions must reasonably consider 
that value. It is proper and reasonable, therefore, to measure depletion by 
capital value in the case of a resource, such as oil, which requires a hazardous 
seurch for its discovery. 

As a property is produced it experiences a decline in value for two reasons: 
(a) The depletion of the oil and gas; and (b) the depreciation of the wells and 
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equipment which make possible the production. Provision must be made for the 
consideration of both depletion and depreciation in the income-tax laws to deal 
fairly with petroleum producers, and all producers of natural resources in general, 
as compared with other business activities. Congress has studied this question 
carefully since the intreduction of income-tax laws and very early in the history 
of those laws worked out a fair and sound system which has been in effect for 
more than a quarter of a century. A review of that history demonstrates the 
reasonableness of the present tax provisions relating to oil producing properties. 


HISTORY OF PETROLEUM DEPLETION PROVISION 


The first income-tax law was passed by Congress in 1913. It included provision 
for “a reasonable allowance for depletion of ores and all other natural deposits.” 
The practical definition of a reasonable depletion allowance remained to be deter- 
mined through experience. After a brief unsatisfactory experiment in the 1916 
law with depletion based on cost, except for properties producing on March 1, 
1913, for which the value on that date could be used, Congress decided on the 
principle of discovery value for depletion in the Revenue Act of 1918. This act 
provided that depletion should be based on “the fair market value of the property 
at the date of the discovery, or within 30 days thereafter.” By this action Con- 
gress placed operators who discovered properties after March 1, 1913, on the 
same basis as those who had discovered properties prior to that time; that is, 
it reaffirmed value rather than cost as a basis for depletion. 

Administration of the 1918 act required that a fair market value be determined 
after the discovery of oil. In practice, this provision proved very difficult to 
administer. There were so many leases and such wide differences of opinion 
as to fair market value that the Bureau of Internal Revenue was swamped with 
endless detail and controversy. After several years of such difficulty, a Senate 
select committee Was created to investigate the administration of the tax laws. 
The work of that committee led to adoption in 1926 of the formula for depletion 
still in effect today. 

The Revenue Act of 1926 maintained firmly the principle of value as the proper 
basis for depletion, but introduced a new method of computation. The change 
was made to simplify administration and achieve a greater measure of justice 
among taxpayers. One Government witness, the attorney for the Senate com- 
mittee, testified as follows: “I believe that it is absolutely imperative that some 
method of determining depletion be figured out as a substitute for the present 
method of basing it upon valuations.” He also said that a greater measure of 
justice in the long run could be established if Congress were to fix depletion 
allowance at a percentage for all taxpayers on the sale value of their products. 
A representative of the Treasury Department said that it would be a great step 
in advance if something could he done to relieve the Department of the necessity 
of making the valuations required by the Revenue Act of 1918. He said that if 
Congress could determine a proper rate the only question would be how far it was 
willing to go in adopting such rate in the interest of simplicity as against follow- 
ing the exact logic of the principle. 

After considering all the testimony, the Senate Finance Committee recom- 
mended in the interest of simplicity and certainty in administration that the 
allowance for depletion in the case of oil and gas wells should be 25 percent of 
the gross income limited to an amount not in excess of 50 percent of the net 
income. The rate recommended was based on the experience in applying the 
discovery value provisions of the 1918 act. In discussing the proposal before 
the Senate, Senator Reed said that the rate was a happy medium for different 
kinds of properties and that “if there is any error in the 25 percent figure it is in 
favor of the Government.” In the debate in the Senate on the committee's recom- 
mendations, the term “real capital” was used in referring to the need for deple- 
tion based on discovery value or its equivalent, which Congress proposed to 
measure as a percent of the sales value. The Senate increased the rate from 
25 to 30 percent when it adopted the bill, but a rate of 27.5 percent was later 
agreed upon by the conference committee which reconciled the views of the 
Hovse and the Senate. The depletion provisions adopted in the 1926 Revenue 
Act have subsequently been reviewed a number of times, but the testimony and 
evidence that the principle and amount of percentage depletion are fair and 
reasonable has caused Congress to reject repeatedly the proposed changes. The 
most recent endorsement of percentage depletion was made this year by Con- 
gress after extensive hearings and careful review of the question. 
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HOW PERCENTAGE DEPLETION HAS WORKED 


Percentage depletion has now been in effect a quarter of a century. In that 
period of time it has worked simply and equitably. By protecting the capital 
value developed by successful producers, as intended by Congress, it has attracted 

to the search for and development of oil the billions of dollars which have been 
and will continue to be required to supply this country with increasing quantities 


of oil and gas. Domestic production of petroleum liquids in 1950 will be about 
214 mes as much as in 1926, and the marketed production of natural gas this 
year will be about five times as much as in 1926. These increased supplies of 

d gas have accounted for all of the additional energy consumption in the 


United States since 1926. They have added enormously to the productive Ca- 
pacity of the United States in agriculture, in industry, in transportation, and in 
ther basic economic activities 


Liquid fuels are the indispensable motive power of the marvelous transporta- 


tion system of this country that has become part of our way of living, as well 

a means of low-cost, high-speed movement for all the goods we use. Because 
of abundant supplies, the price of petroleum products has been so low that the 
vreat mass of the American people have enjoyed the benefits of liquid fuels to an 
extent unequaled anywhere else in the world The oil industry sells gasoline 
fi ess today than in 1926, and the quality is so much better that we can realize 


50 percent more power now from each gallon. Such achievements explain why 
n afford to use petroleum products in such large quantities. Ver capita 
consumption of petroleum in the United States is 20 times as much as in the rest 
of the world Phat difference is a major factor in our superior productivity and 
tandards of living. The tax provisions with respect to percentage depletion have 
een part of the economic structure which permitted the petroleum industry to 
expand so remarkably and serve us so well during the past 25 years. It does 

ake sense that we should even consider tampering with reasonable tax 
provisions which have produced such great benefits for all of us. 

Percentage depletion, in effect, substituted as a deduction the current capital 
alue of it is produced for the discovery value determined at the time the 
ease tirst became productive. Over a period of rising and falling prices, the 
two methods give practically the same result Operators who develop oil at a 

‘high prices are allowed less depletion in a period of low prices under 
percentage depletion than the capital value at the time of discovery. On the 
other hand, operators who develop oil at a time of low prices are allowed more 


depleti in a period of high prices under percentage depletion than their capital 
value at the time of discovery. Over a full business cycle these differences are 
largely offsetting, although percentage depletion gives the appearance of pro- 

! me advantage in a period of high prices because it is related to replace- 


sts. For the ordinary business, depreciation is related to actual invest- 
1 to replacement costs. The disadvantages of this principle in 
wriods of high prices are offset, however, by its advantages in a time of low 
I s when depreciation provisions on investments made during the boom phase 
f the business cycle are more than enough to replace the equipment being worn 
out. Thus over a full business cycle, percentage depletion and depreciation give 
rable results. Percentage depletion works out very fairly among different 
operators, furthermore, because it allows at all times a deduction related to the 
t of replacing oil in order to stay in the business with unimpaired physical 


The principle of percentage depletion now seems accepted beyond question, but 
sometimes the question is raised whether the rate of 27.5 percent is correct. The 
best economic evidence of the reasonableness of this rate is its close reflection 
of the capital value of oil in the ground. At the present time on an average 
price of crude oil of $2.55 a barrel the maximum percentage depletion is 70 
cents, and the average depletion is about 63 cents because of the limitation to 50 
percent of net income. This depletion allowance agrees very closely with the 
discovery value of oil in the ground. In Texas, for example, a number of sales 
of properties have been made in recent years at a price of about $1 a barrel 
for proved, developing reserves. Deducting from this price a typical development 
cost of 30 to 35 cents a barrel (which is in addition to all the exploration expense), 
indicates a discovery value of about 65 to 70 cents. 
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Depletion at the rate of 27.5 percent has operated similarly to reflect the 
capital value of oil reserves in the ground over the full range of prices experi- 
enced since 1926, when the average price was $1.88 a barrel and the provision 
meant a maximum allowance of 51.7 cents on that price. In the years 1930—40, 
for example, the price of crude oil averaged only about $1 a barrel, on which the 
maximum depletion allowance was 27.5 cents. That amount was in line with 
the capital value of oil in the ground at that time. Similarly, in the postwar 
period percentage depletion continued to reflect the changing capital value 
of oil in the ground as increased costs in the search for oil and inflation gen- 
erally brought about rising prices. Such relations demonstrate that the deple- 
tion provision is still operating as intended in permitting the recovery of capital 
value, and that there is no justification for reducing the rate 

\ recent survey by the Mid-Continent Oil and Gas Association of companies 
producing about half of the oil in the United States provides further evidence 
that the depletion rate of 27.5 percent is still right. In the vears 1926—49 these 
companies spent on exploration alone, not counting an even larger amount for 

development of productive well early aS much money as their total allow 
able depletion. The expenditures for exploration have moved up and down 
with the allowable depletion. Such a relation proves that a reduction in the 
of percentage depletion would affect the expenditures for exploration and, 
therefore, the future s lies and prices of oil. The only way to avoid a re- 
duction of the amount risked in the search for oil if the cde pletio 1 allowance were 


ra 


cut would be for changed conditions of supply and demand to result in prices 
sufficiently higher to make up the difference. To maintain the same incentive 
the industry as a whole wou have to receive additional revenue equal to the 
amount of the added tax¢ Even if circumstances brought about price increases 
equal to the added taxes, a cut in percentage depletion would still reduce the 
incentive for exploration and development because of the fear it would intro 
duce with respect to possible further changes in the future. 

Che current rate of percentage depletion also appears reasonable in relation 


to dustry experience as well as to that of the companies included in the 
survey of the Mid-Continent Oil and Gas Association. Cost estimates based 


on the total drilling and exploration activities of the industry indicate that in 
:949 the oil industry spent more than a billion dollars on exploration alone, in 
addition to another billion dollars on drilling and equipping productive wells 
In spite of the high rate of operations in 1949, exploration expenditures for the 
industry apparently were fairly close to the total depletion allowed under 
the present rates 

Another test of whether the prevailing percentage depletion provision has 
been too liberal is the rate of profit. If the tax provisions applicable to the de 
letion of oil production have been too liberal it,should show up in a rate of profit 
higher for the oil industry than for other industries and should result in at- 
tracting into oil production me capital than necessary Actually, available 
statistics show that the rate of earnings of corporations in the pertoleum in 
dustry has averaged less than that of corporations engaged in manufacturing 
and trade. 

The evidence on earnings in the years 1938-49, the most prosperous period in 
the history of the United States, disproves the common misconception that the 
oil business is extremely profitable. During this time earnings on net worth 
averaged about 11 percent for large corporations in the oil industry compared 
with 12 percent and 13.6 percent for comparable corporations in manufacturing 
and trade, resectively, as shown by the annual studies of corporate net income 
by the National City Bank of New York (see table I). Only in the exceptional 
vear of 1948 was the rate of earnings for oil corporations slightly higher than 
for the manufacturing and trade groups. A sharp decline in oil earnings fol- 
lowed immediately in 1949, reducing the average return again to a level less than 
that in manufacturing and trade. Another study of financial results for 30 
large oil companies by the Chase National Bank shows average earnings on in- 
vested capital of less than 10 percent for the period 1988-49, a rate slightly lower 
than for the group of corporations included in the National City Bank reports. 
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TABLE 1.—Net income and rate of return of leading corporations 








| Manufacturing (National City Oil and gas producing (National 
Bank) | City Bank) 
Net Net | Rate of Net Net Rate of 
income worth | return income | worth | return 
Millions of | Millions of Millions of | Millions of 

dollars dollars Percent dollars dollars | Percent 
1938 1, 067.5 23, 209. 8 4.6 19.9 | 317.6 6.3 
1939 2, 095. 5 25, 125.2 8.3 15.8 | 298. 0 5.3 
1940 2, 628. 1 25, 597.8 10.3 | 12.7 | 297.8 43 
1941 2, 925. 6 23, 807.9 12.3 | 22. 1 265.6 | 8.3 
1942 2, 521. 5 24, 905. 9 10.1 24.6 | 272.7 9.0 
194: 2, 729. 5 28, 474. 1 9.6 27.6 | 233.5 | 11.8 
1944 2 829.8 29, 556.9 9.8 30.9 247.9 | 12. 5 
194 2, 997.9 32, 167.8 9.3 31.0 | 273.7 | 11.3 
194¢ 4,111.9 34, OF 4 12.1 | 35.3 | 292.9 | 12.1 
1947 : 6, 317.0 37, 062.3 17.0 | 70.0 | 352.0 | 19.9 
1948 8, 172.4 44, 959.8 18. 2 134.7 | 387.3 | 34.8 
1949 6, 998. 5 50, 656. 0 13.8 107.9 496. 2 | 21.7 
_ — —_—_—— ~ —_— —— Dente 
Average }, 787.9 31, 627. 4 12.0 44.4 | 311.3 14.3 


| Combined petroleum products an 














Trade (National City Bank) |} oil and gas producing (National 
City Bank) 
Net Invested Rate of | Net | Net | Rate of 
income capital return income | worth | return 
' 
Millions of | Millions of Millions of | Millions of | 

dollars dollars Percent dollars dollars | Percent 
1938 154.5 1, 788.9 | 8.6 | 209.9} 4,437.3 | 4.7 
1939 . os 211.7 1, 896. 3 11.2 | 246. 2 4, 947.3 | 5.0 
104 205. 0 1, 945. 6 | 10.5 | 264.7 | 4, 987.7 | 5.3 
1941 233. §& 2, 122. 1 11.0 | 328. 6 | 3, 849. 2 | 8.5 
1942 216. 2 2,177.4 9.9 | 283.6} 3,965.9 | 7.1 
1943 = 235. 3 2, 334.8 10.1 |} 526. 6 | 6, 430.3 | 8.2 
1944 244. ¢ 2, 408. 3 10.2 | 655.8 | 6, 690.9 | 9.8 
1945 275. 2 2, 534. 0 10.9 627.7 | 7, 052. 4 | 9 
194 624. 5 2, 850. 2 21.9 804.9 7, 467. 2 10.8 
1947 615.8 368. 4 18.3 1, 285. 9 8, 064.5 | 15.9 
48 ; 707.7 3, 880. 2 18.2 2,064.8) 9,547.9 | 21.6 
4 7 4, 358. 2 13. 2 1, 528. 6 | 11, 257.6 13. 6 
Average... . sa 358. 4 2, 633. 7 13. 6 735. 6 6, 558. 2 11,2 

Petroleum products (National 30 oil companies (Chase National 

City Bank Bank) 
| Net Net Rate of Net Invested Rate of 
income worth return income capital | return 
| Millions of | Millions of Millions of | Millions of 

| dollars dollars Percent dollars | dollars | Percent 
ee — asndael 190. 0 4,119.7 4.6 6, 203 | 5.1 
i sisnianeedbenie _ | 230. 4 4, 649.3 5.0 6. 290 | 5.4 
104 i | 252. 0 4, 689.9 5.4 6, 234 | 6.3 
1941 os ny otee 306. 5 3, 583. 6 8. 6 6, 352 | 8.8 
SSeS | 259. 0 3, 693. 2 7.0 | 6, 494 | 6.6 
1943 ee . . | 498.9 6, 196. 8 8.1 6, 751 8. 0 
1944 : B | 624.9 6, 443.0 | 9.7 7, 106 9.6 
1945... 596. 7 6, 778.7 8.8 | 7, 485 8.6 
1046..... p 769. 6 10.7 8, 002 | 10.3 
1947... 1,2 I 15.8 9, 054 | 14.9 
1948 1, 930. 1 21.1 10, 631 | 19.8 
Reet sora : 1, 420.7 13. 2 11, 465 | 12.8 
Average...- 691.2 6, 246. 9 11.1 743 7, 672 9.7 


The figures on the earnings of the large oil companies generally reflect the com- 
bined results of integrated operations in exploration, production, transportation, 
refining, and marketing. The question may be raised whether profits on vil pro- 
duction are not unduly high even though profits on combined integrated operations 
are less than the average for corporations in manufacturing and trade. The 
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available evidence shows that even the most successful companies specializing in 
oil and gas production alone earn only a slightly higher average rate of return 
than manufacturing corporations in spite of the much greater risks that they 
take. The reports of the National City Bank, for example, show that some 
40 oil- and gas-producing companies, with a gross income indicating that they 
account for about 8 percent of the value of all oil and gas production, earned 
an average of 14.3 percent on their net assets in the years 1938-49 compared with 
12 percent for manufacturing corporations and 13.6 percent for corporations 
engaged in trade. (See table I.) This sample of producing companies is 
so small that it hardly affects the average for the industry when combined 
with the large integrated companies. It must also be noted that the companies 
in the sample are the highly successful ones which have attained sufficient size 
to be included in this study of corporate earnings. The results would be less 
favorable for a typical sample of average producers. Treasury Department 
figures for the year 1947, for example, show that 1,416 out of 3,607 oil- and 
gas-producing companies reported losses in an aggregate amount of $46,000,000, 
compared with the net income of $264,000,000 reported by the successful firms. 
The earnings on net assets overstate the rate of earnings for petroleum pro- 
ducers because some of these producers do not include intangible development 
costs as capital assets and none of them include in assets the discovery value 
of producing properties. Finally, it may be noted that while the earnings of 
the small group of producers appeared high in 1948 (34.8 percent on net assets), 
that exceptionally profitable result for the best year in the history of the industry 
was not much more than the 30.8 percent reported for the automobile industry in 
1949 and the 30.2 percent reported for cotton goods manufacturing in 1948 in 
the National City Bank study. Such exceptional years must be considered 
in the light of the average earnings over a period of 10 years or more. 

Large oil companies have experienced a smaller net return on net assets that 
manufacturing corporations, and in addition have also paid out a smaller percent 
of earnings as dividends than other corporations. Reports of the Department 
of Commerce show that in the 10-year period 1939-48, large oil companies paid 
about 38 percent of their earnings as dividends, whereas manufacturing corpora- 
tions generally paid more than 48 percent. An important reason why oil com- 
panies have had to retain a large part of their reported earnings is the fact that 
accounting methods based on cost fail to give adequate consideration to the 
decline in value of productive properties due to depletion. Depletion charges 
based on capitalized lease costs as customary in financial reports to stockholders 
are totally inadequate in case of oil production to permit replacement of the 
properties depleted, and must be supplemented by retaining part of the reported 
earnings to maintain the physical reserves and equipment in order to stay in 
the business. 

The inadequacy of traditional accounting methods in relation to petroleum 
production creates an erroneous impression as to income-tax payments by oil 
companies compared with other businesses. These methods result in overstating 
the real income properly subject to income taxes for two reasons. In the first 
place, they do not take into account that much of the reported income from 
production results from the sale of a capital asset [oil] and is different from 
ordinary income. The return of the capital value of oil in the ground, measured 
by percentage depletion, merely gives the producer a chance to maintain his real 
assets constant by replacing the oil produced. In the second place, the income 
shown in oil company financial reports generally fails to deduct the regularly 
recurring intangible development costs which must be made merely to maintain 
productive capacity. The oil-producing business, unlike manufacturing and 
trade, requires constant expenditures of money for exploration and drilling 
merely to stay even from one year to the next. Allowance for these facts, which 
are not properly recognized by traditional accounting methods, is provided for in 
income-tax laws to place oil producers on a comparable footing with other in- 
vestors. The rate of income-tax payment on the reported income of oil-producing 
companies necessarily must be less under these circumstances than for the 
ordinary business to result in equal treatment with respect to real current income. 

The principal and rate of percentage depletion is right according to the evidence 
of past and current operations not only for the industry as a whole, but also for 
all operators regardless of size. Small operators unquestionably need it, as 
amply demonstrated by evidence presented before congressional committees 
this year and in earlier hearings on depletion. The same provision is equally 
necessary and fair for large companies taking exactly similar risks. Size does 
not protect a company against any of the real risks in oil exploration and devel- 
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opment. Large expenditures in exploration provide no guaranty as to the number 
or size of discoveries, nor does the drilling of numerous weils provide any assur- 
ance that the value of the oil developed will equal or exceed the money risked. 
Although large companies drill only about 20 percent of all dry holes, they drill 
the deeper, more expensive wells and carry on the bulk of the geological and 
geophysical operations. For example, a survey by the Mid-Continent Oil and 
Gas Association shows that the dry holes drilled by large companies are 80 
percent deeper on the average than dry holes drilled by all other operators. This 
and other related evidence leads to the conclusion that on the whole the money 
risked by large companies in the search for oil, according to the best indications 
available, represents about the same proportion of the total risked as their net 
share of production. Therefore, the equal treatment with respect to depletion 
which Congress has provided for all operators regardless of size is in keeping 
with the facts and needs of the industry’s operation. It would be as absurd 
and unreasonable to have different depletion rates on the basis of size as it would 
be to have different depreciation rates for identical manufacturing operations 
depending on the number of machines operated. 

The percentage-depletion provision has worked admirably to protect the capital 
value of oil production so as to encourage operators to risk once again in the 
search for oil the capital recovered in the course of production. The provision 
has worked to encourage all operators regardless of size. It has become a part 
of the economic structure of the industry and cannot be changed without serious 
influence on the entire cost-price relations in the petroleum industry. Any in- 
crease in taxes would result in either an offsetting increase in prices, to the detri- 
ment of consumers, or in less development of new resources to the disadvantage 
of national security and future economic progress. 


TAX PROVISIONS ON INTANGIBLE DEVELOPMENT COSTS 


In connection with the proposal to reduce the rate of percentage depletion, it 
was also surgested to Congress early this year that depletion become applicable 
to a property only after its gross income equaled the intangible development 
costs. The argument advanced in support of this suggestion was that the appli- 
cation of both percentage depletion and the option to expense intangible develop- 
ment costs resulted in a double deduction. The basis of this argument is a 
Treasury regulation that if intangible development cost is capitalized it must be 
recovered as depletion. There is no logical basis in fact for treating intangible 
costs as assets recoverable through depletion. Hence, it is imperative to provide 
some reasonable basis, such as that included in the regulations since 1918, for 
the recovery of intangible development costs apart from depletion. 

The fallacy of the “double deduction” argument and the soundness of the 
present tax policy in allowing both percentage depletion and the expensing of 
intangible development costs becomes evident from a consideration of the eco- 
nomic basis of these provisions. 

In addition to the money risked in the search for oil, an operator must make 
substantial expenditures in developing production if he is successful in finding it. 
These expenditures are of two kinds: (a) The intangible development costs of 
drilling a hole and (b) the tangible development costs for casing, tubing, pump- 
ing equipment, and other items which have a salvage value if the well is 
abandoned. The investment in tangible equipment is recovered through depre- 
ciation over the anticipated life of the property, in the same manner that invest- 
ments in tangible facilities in other businesses are recovered through deprecia- 
tion. Intangible development costs, however, do not result in any asset which 
can be sold or salvaged in itself. They constitute a current expenditure of money 
for “wages, fuel, repairs, hauling, supplies, etc., incident to and necessary for 
the drilling of wells and the preparation of wells for the production of oil and 
gas” as provided for by the regulations of the Treasury Department. The fact 
that such expenditures do not result in a tangible asset which could be sold or 
salvaged for any other purpose sets them apart from and Calls for a different 
method of treatment then the investment in tangible assets. 

Since 1918, the regulations applicable to the determination of income have 
granted the taxpayer the option to charge intangible development costs as an 
expense when incurred vr to capitalize them for recovery over a period of time. 
The right to expense intangible development costs doves not change the fact that 
the operator is allowed to deduct his expenditure only once. The standard in- 
dustry practice of charging intangible development costs as an expense and 
depreciating investments in tangible equipment was generally applied and fully 
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recognized by the Bureau of Internal Revenue and Congress at the time per- 
centage depletion was adopted in 1926. These different provisions were allowed 
because, taken all together, they were recognized as proper and necessary to 
protect against taxation as income the capital expenditures made in development 
as well as the capital value created through discovery. 

The Treasury Department has alleged that the option to expense intangible 
development costs permits an operator to have a substantial income without 
paying much income taxes. It presented hypothetical illustrations of what it 
called “the method of avoiding tax liability,” implying that there is something 
wrong with the present system. The point at issue is really not tax avoidance, 
but whether an income-tax law shall impose a levy on capital. After all, the 
expenditure of money for intangible development costs merely changes the time 
of tax payment. Allowing all intangible development costs, even though they 
delay the date of income-tax payments, is essential to avoiding a taxation of 
capital as income. If an operator’s expenses on intangible development costs 
are large in one year and act to reduce his income taxes, that simply means that 
he is developing properties from which he will later have income subject to 
income taxes. Spending money on intangible development clearly reduces the 
immediate income available to the operator. If an operator had to pay income 
taxes on the money he spends on intangible development, frequently he would not 
have sufficient resources with which to carry on necessary development. 

The answer to the false argument that depletion and the option to expense 
intangible development costs constitute a double deduction can be summarized 
by noting that these distinct provisions for two separate purposes are both neces- 
sary to provide fair tax treatment, and that Congress adopted percentage de- 
pletion and determined the proper rate with the full knowledge that intangible 
development costs were allowed separately as an expense and would not be 
covered by the depletion provision. 


CONCLUSION 


This analysis has set forth the reasons for and the importance of the existing 
tax provisions relating to oil and gas production. It has shown that percentage 
depletion at the rate now allowed in the law is representative of the capital value 
created through the discovery of oil and that the protection of such capital value 
is essential if operators are to continue to risk funds in replacing petroleum 
as it is produced. It has also shown that the option to expense intangilile de- 
velopment costs is reasonable and should not be offset against percentage de- 
pletion which was consciously adopted by Congress for a different purpose. 
These provisions of the tax laws were adopted by Congress after careful study, 
and have been endorsed again and again through the years in recognition of the 
peculiar nature of the petroleum-producing business and the great importance 
of petroleum for national security and economic progress. 

It is clear that the investment of capital in productive machines is the basis 
of economic progress in this country. Those machines require enormous quan- 
tities of energy to make them useful. Petroleum is particularly important to the 
modern economy, for it is the basis of its low-cost transportation and distribution 
system, as well as an important factor in the production of goods at factories. 
Liquid fuels are of the greatest significance to national defense, for the equipment 
of the modern military establishment depends exclusively on them for power. 
In these circumstances, adequate supplies of petroleum assume an enormous 
importance to the public interest. Congress has recognized this importance and 
has taken steps to protect operators in this hazardous industry against unfair 
taxation and to encourage operators to continue to risk more and more capital 
in the search for and development of the increasing supplies needed for an ex- 
panding economy. It would be most harmful to the public interest to set forth 
now on a backward policy which would discourage the development of new oil 
resources, 

To protect itself against aggression and to make comparable progress in the 
second half of the 20th century with its remarkable achievements during the 
past 50 years, the United States must have an adequate supply of fuels. The 
present tax provisions are indispensable to the continued adequacy of petroleum 
supplies for the future. It would be a mistake to make experimental changes 
in reasonable provisions that have worked so well in the public interest. The 
damage of such experimentation could not easily be corrected even by returning 
to the present basis, for it is only the continuity of fair laws over a period of 
time which creates confidence on the part of the investor that he may count on 
reasonable treatment for the future. 
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The price of a mistake in tax policy with respect to petroleum would be very 
high. In the absence of fair tax treatment and reasonable incentives, the petro- 
leum industry of the United States will find less oil and gas and this country 
will have to develop much more expensive synthetic substitutes, paid for by 
consumers and taxpayers. Given a continuation of reasonable and fair tax 
provisions, the petroleum industry can be counted upon to do its part in providing 
ample supplies of fuel for the future. 

The Cuatrman. We thank you very much for your appearance here 
and for the fine paper you submitted to the committee. 

Any questions ¢ 

Mr. Simpson. In the Secretary’s letter, where he states that the 
figure of 8,159,000 barrels per day “is not sufficient to meet the United 
States and Allied requirements in time of a national emergency,” 
was he there referring solely to domestic supplies ¢ 

General THomrson. Yes; that is our total ability to produce with- 
out restraint. 

Mr. Simpson. Do you take the position that oil underground in the 
foreign countries, including Venezuela, should not be included in 
considering our essential requirements and the availability of same 
in time of emergency ¢ 

General THompson. There is solidarity in the Western Hemisphere. 
Venezuela is certainly our friend, and we could depend on all the oil 
in the Western Hemisphere, including Canada, Saskatchewan, Vene- 
zuela, and I believe Chile and Peru, but the Secretary was talking 
about the United States, because we can best depend on our own 
domestic supplies. 

Mr. Sruarson. Do you agree with the Secretary that we should cer- 
tainly increase our available domestic supplies sufficiently to meet this 
requirement of whatever it is beyond 8,159,000 barrels per day ? 

General THompson. I certainly agree we should increase it. He 
said it is not enough, and I certainly agree. We do not have enough 
oil. But for imports, we would be “short of oil today. The net im- 
ports of oil over exports are about 600,000 barrels per day. The 
1,100,000 figure that the Secretary refers to, the difference between the 
current United States daily production and the daily production 
capacity if restrictions were removed, is wide open, but on a sustained 
basis, we could not possibly sustain it. 

Mr. Sumpson. In case of emergency you would like our production 
capacity to be such that we w ould not have to depend on foreign oil? 

General Tuomrson. That is right. And I think it would be well 
if we had enough so that we would not even have to ration in time of 
emergency, because rationing is a nuisance. 

Mr. Suurson. Thank you. 

The Cuarman. It is important, is it not, to get all the oil we can 
from the stripper wells ¢ 

General Tuompson. That is right. They are the backbone of the 
business. 

The Cuatrman. And it would injure those operating stripper wells, 
and possibly put them out of business, to lower the 2714-percent 
depletion ¢ 

General Tuomrson. Absolutely. 

The Cuarmrman. Thank you very much. 

The next witness is Mr. John P. Jones, of Bradford, Pa., repre- 
senting the New York State Oil Producers Association; the Bradford, 
Pa., Producers Association; and the National Stripper Well 
Association. 
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We are glad to see you here, Mr. Jones. You are almost a con- 
stituent of mine. I am always glad to see you. 


STATEMENT OF JOHN P. JONES, REPRESENTING NEW YORK STATE 
OIL PRODUCERS ASSOCIATION, BRADFORD OIL PRODUCERS ASSO- 
CIATION, AND THE NATIONAL STRIPPER WELL ASSOCIATION 


Mr. Jones. My name is J. P. Jones. I live in Bradford, Pa., where 
I have been an independent oil producer for 27 years. 

I am here to represent the New York State Oil Producers Associa- 
tion, the Bradford Oil Producers Association, and the National Strip- 
yer Well Association. These three associations consist wholly of 
independent producers, operating mostly on a small scale. They are 
engaged in the production of oil from stripper fields by both primary 
and secondary methods of recovery. 

I am here to point out the important part which the present provi- 
sions of the Interval Revenue Code applicable to oil operators plays 
in encouraging the recovery of vast amounts of crude oil underlying 
the Nation’s stripper oilfields. Recent surveys yield a vivid picture 
of the vast amount of oil still to be recovered from the stripper fields 
of this Nation. The United States has 480,000 oil wells. According 
to the National Stripper Well Survey released by the Interstate Oil 
Compact Commission last May 1, 66 percent, or 320,000, of these wells, 
are stripper wells. Underlying them are estimated reserves of almost 
7 billion barrels, or approximately one-fifth of the total national 
petroleum reserves. 

The engineers who conducted this survey estimated that nearly half 
the crude-oil reserves beneath the stripper wells areas will be obtain- 
able only by secondary recovery methods. 

Secondary recovery, as the name implies, employs the restoration 
of energy to the reservoir rocks by injection of air, gas, or water under 
pressure—a costly and, despite the help furnished by research, still 
a financially hazardous operation. 

The method is usually applied in stripper oilfields where the natural 
energy that moves the oil to the well has been largely depleted. 

The energy that usually makes wells flow or produce large quanti- 
ties of oil is in the form of free gas, dissolved gas, or water under 

ressure. The oil pioneers and producers in business as late as the 
First World War were not fully aware of the physical elements that 
caused their wells to flow. They did not know the best way to utilize 
that energy to produce most efficiently a maximum amount of oil 
from the sand. 

Consequently, virtually all the oilfields in this Nation that were 
found prior to 1930 were developed in such a manner as to leave 
behind large quantities of crude oil after the original energy had 
been mostly depleted. 

The Cuarrman. Pardon me. I would like to ask you a question 
at this point. It is a fact, is it not, that once you abandon one of 
these stripper wells, regardless of whether there is a lot of oil beneath 
the sand, the water flows in and you lose the oil? 

Mr. Jones. That is right. It locks the oil in there so that the 
later operation for secondary production from a practical standpoint 
has been a failure in most cases, I know of numerous properties, 
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one property in particular, where $1 million was spent in — 
ment and it turned out to be a complete failure because of the encroach- 
ment of water in the producing sands. 

The CHarrman. Thank you very much. 

Mr. Jones. Production of the major portion of this residual oil 
can be achieved only through secondary recovery methods. 

It is apparent, therefore, that the stripper-well segment of the oil 
industry, and, in turn, that portion of stripper-well areas undergoing 
secondary recovery development are important to the Nation’s 
economy as well as to its defense in event of a war. 

My home is in Bradford, Pa., where the water-flood method of 
secondary recovery was born and developed to a high degree of 
efficiency. 

Installation of a waterflood process is an expensive undertaking. 
A source of water supply must be obtained and developed; a water- 
treating plant and a pressure pumping plant must be constructed. 
You have to treat this water probably better than the water you drink. 
You can visualize trying to put thousands of barrels of water through 
porous rock, 

Water lines must be laid; input wells must be drilled; and aban- 
doned wells must be opened and replugged to conserve pressures in 
the reservoir. All of this work is done in accordance with the best 
engineering practices, 

Water is then injected into the formation, the “oil sand,” which 
actually is porous rock which a layman would regard as solid. This 
pressure drives forces the oil out of the porous rock to the producing 
well. Engineering data must be obtained for each area because sand 
conditions will differ within the same formation. A waterflood may 
be started by individuals on a very small scale, requiring only a few 
wells, and may grow into very large overall “floods,” involving a 
whole oilfield, contingent on a financial capacity of the operator. 

The application of such secondary recovery methods as water- 
flooding is fast being tried in most of the country’s stripper fields 
today. The attached chart of the Interstate Oil Compact Commis- 
sion on waterflood production reveals the tremendous growth in oil 
production by this method. Annual production, it is shown, rose from 
some 2 million barrels of waterflood oil in 1920 to more than 45 mil- 
lion barrels in 1950. 

Reservoir conditions are not the same in all the oilfields. The in- 
dustry has not solved all the technical problems relative to oil recovery 
and our efficiency and technique are steadily improving. 

A better understanding of reservoir conditions, the application of 
technical improvements in production operation, and the efforts of 
regulatory bodies such as the Texas Railroad Commission have had 
much to do in making our production techniques more efficient. 

Today in newly discovered fields the energy that produces the oil 
is being used in such a way so as to recover most effectively a maxi- 
mum quantity of oil. This is being done by replacing or maintaining 
in the producing sands the energy that is used to produce each barrel 
of oil. This technique is known as pressure maintenance. Where 
pressure maintenance ends and secondary recovery begins is hard to 
define. But the methods are similar. Only the timing differs. This 
points up the fact that the knowledge acquired in secondary recovery 
operations is now being applied by the entire producing industry 
in oil pools long before they have reached the stripper stage. 
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Oil producers engaged in secondary recovery view it as more than 
a coincidence that the growing adoption of their methods on a wide 
scale in oilfields throughout the country dates back to the time that 
the percentage depletion provision was put into the Internal Revenue 
Act almost 30 years ago. 

The provisions in the act are absolutely essential to the small opera- 
tor if he is to continue and expand his business. 

Opponents have argued that the statutory depletion allowance is of 
little or no benefit to the small operator who is on a marginal basis; 
and therefore, they say, the depletion allowance is restricted and 
limited. Although the stripper operator does not always get the 
full 2714 percent, he does benefit by a portion of it, otherwise he 
would not be in business. There also appears to be a false impression 
among many persons that the 2714 percent depletion allowance applies 
to all production during all periods of time. Nothing could be fur- 
ther from the truth. The statute provides for a depletion deduction 
of 271% percent of the gross income from the property but may not 
exceed 50 percent of the net income from the property. Actually, 
and especially under secondary recovery operations, the 2714 percent 
allowance is a top figure which applies for a limited period in the 
early days of production, gradually decreasing until it dwindles to 
virtually nothing just before the property is abandoned. It is ap- 
parent, therefore, that instead of the maximum allowance of 2714 
percent, the oil producer attains an average depletion allowance of 
a much lower rate, probably closer to 15 percent over the life of the 
oil property. Obviously, any reduction of the maximum 27% per- 
cent allowance would lower drastically the average depletion rate. 
Constantly increasing costs of operation without adequate compen- 
sating upward adjustments in the price of crude oil have tended to 
reduce the depletion allowance by bringing the 50 percent of net 
income limitation into effect. 

I should like to try to make it clear that the present oil-depletion 
allowance is a real help to the secondary recovery operator. A success- 
ful water flood project recovers oil at a rate that enables a substantial 
portion of the production to qualify for the maximum depletion rate. 
More than half the oil from a water flood project is recovered during 
the first 3 to 5 years, the balance coming over the succeeding 10 to 12 
years. 

Usually an oil producer engaged in secondary recovery operations 
plans more than one development project ; otherwise he soon would be 
out of business. The funds he is enabled to retain during the period 
when he receives the maximum depletion permit him to ease ad- 
ditional secondary recovery installations. Any change in the maxi- 
mum depletion allowance w ould drastically affect his ability to begin 
new secondary recovery projects. Logically, therefore, if he fails to 
undertake new development, his production drops, and the Nation loses 
the benefit of the reserves which + would have saved. 

From the producer’s viewpoint, the alternative to a reduction in the 
depletion aie ance would have to be an increase in the price of his 
crude oil, which promptly would mean increased costs to consumers 
for gasoline, for motor oil, and other petroleum products. Hundreds 
of oil communities from New York to California are being rejuvenated 
through the introduction of secondary recovery. Existence of the 
present depletion provisions has encouraged bankers to extend credit 
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to producers, in the knowledge that repayment will not be dragged 
out over an extended period but that the major portion can be repaid 
within a relatively short period of maximum oil recovery while the 
top depletion rate is in e fect. Any change in the depletion provision 
will affec +t the small operator’s ability to finance his development work. 

My community—Bradford—is geared to oil production. There are 
thousands like it in the United States. Most of the wor king adult 
population is employed directly or indirectly in the producing indus- 
try. Any curtailment of incentives contained in the present income- 

tax law would have a serious effect on my community and its counter- 
parts throughout the country. 

I have tried to bring to the attention of your committee a segment 
of the oil-producing industr y that sometimes is regarded as unimpor- 
tant, but I question whether one-fifth of our national reserves of 
petroleum and 66 percent of our producing wells can be considered 
unimportant. 

All oil wells eventually become stripper wells. It is important to 
all concerned that these wells maintain contact as long as possible 
with ths reserves of crude oil beneath them. 

Gentemen, your associates and predecessors on this committee have 
on a number of occasions heard the case for and against this tax pro- 
vision. Each time your committee has approved this time-tried sys- 
tem. Any change now would be a repudiation of the considered judg- 
ment of your associates in the Congress over a period of almost 30 
years to the effect that the principle of percentage depletion at its 
patton rate has worked for the large and small oil operator, the pub- 

ic, and, most important of all, the Nation itself. 

Speaking, therefore, for thousands of small operators, I ask re- 
spectfully that you retain the present incentive provisions of our tax 
law with reference to the oil seidemtey 1 and reject any proposal to reduce 
the oil depletion allowance. 

The Caatrman. We thank you very much for your appearance and 
the presentation of the facts in your statement. Did you read all of 
your statement? 

Mr. Jonrs. Yes. 

The Cuarrman. There is something attached to the back of your 
statement. 

Mr. JonEs. That is the Interstate Oil Compact Commission’s na- 
tional stripper well survey. 

The Cuarrman. Without objection we will insert that in the record. 

Mr. Jongs. Thank you. 

(The document referred to is as follows :) 

INTERSTATE Or, Compact CoMMISSION, 
Oklahoma City, Okla., May 1, 1958. 


To the Members of the Secondary Recovery and Pressure Maintenance Advisory 
Committee, Interstate Oil Compact Commission; the Stripper Well and 
Secondary Recovery Committee, Independent Petroleum Association of 
America; and the Stripper Well Committee, National Stripper Well Associa- 
tion. 


GENTLEMEN : Enclosed is the report of the national stripper well survey as of 
January 1, 1952, together with a brief explanation of each of the items contained 
in this report. 

This is the report that was presented at the meeting of the secondary recovery 
and pressure maintenance advisory committee in New Orleans, La., in April of 
this year and approved by that committee. 
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This report together with the national stripper well survey printed January 
1, 1951, brings up to date all present available information on this subject. In 
addition a diagram showing water flood production in the United States by States 
and a table showing data on projects in several of the States where data are avail- 
able are included. 

Yours very truly, 
ALBERT E. SwEENEY, Jr., 
Director, Secondary Recovery Division, 


National stripper well survey as of Jan, 1, 1952 
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Arkansas Linnell tlet 7, 732, 461 | 80, 865 31 583, 039 61, 148 67, 728 
California. 49, 582, 929 | 117, 776 114 3, 918, 636 706, 484 614, 000 
Colorado... 489, 795 | 10), 400 29 28, 349 35, 270 0 
Illino 404, 275 795 1, 526, 576 | 1780, 830 
Indiana ‘ ¥15 | 57, 761 99 184, 991 36, 250 
Kansas... 7, 283, 481 | 181, 510 1, 141 1, 146, 565 281, 273 
Kentucky... 3, 825, 000 | 72, 000 300 42, 000 51, 000 50, 000 
Louisiana... ..- 9, 380, 679 | 76, 835 319 507, 811 48, 200 
Michigan -.....- 13, 928, 050 120, 960 259 336, 648 
Mississippi...... 1, 220, 443 14, 280 i4 43, 559 
Missouri 24, 000 7,000 |.. 836 
pi | 3, 889, 076 | 63, 930 47 141, 936 31, 503 13, 400 
Nebraska ‘i eth 78 601, 129 2, 140 6 6, 736 | 5 
New Mexico... 2, 231 3, 290, 411 89, 240 50 116, 235 67, 065 
WOW Bis cs ceca 28, 695 4, 247, 365 88, 710 550 176, 846 54, 252 
Re Anata 18, 211 3, 141, 475 52, 000 1, 45 624, 554 c 9, 000 
Oklahoma ane 41,974 | 48, 458, 773 102 786 4, 305, 00 1 648, 585 872, 400 
Pennsylvania .....| 76,907 | 11, 700, 418 211 2, 592 1, 158, 146 1 132, 860 388, 327 
NUNN cs cc wcteudeiax 31 12, 750 180 0 755 
TRE, WE. nccncnconssé 42,956 | 82, 432, 238 395, 654 1, 253 3, 067, 277 530, 199 667, 728 
North Texas-.-..-.- 17,960 | 18, 258, 760 89, 800 663 1, 064, 699 269, 400 
West-central Texas-- 4, 732 , 655 18, 928 359 167, 379 , 856 66, 248 
Texas, other..... 20, 264 23 286, 926 231 1, 835, 199 357, 643 332, 080 
West Virginia... Ra 14, 000 2, 757, 000 223, 350 654 443, 702 47, 250 60, 480 
Wyoming BS 2, 653 5, 657, 627 42, 950 79 474, 387 85, 026 116, 250 
| ...| 320,689 (341, 241,015 3, 529, 129 | 10, 574 | 18, 834, 590 3, 689, 329 3, 167, 580 


1 Primary reserve estimates include secondary recovery reserves of projects now in operation. 
NATIONAL STRIPPER WELL SURVEY AS OF JANUARY 1, 1952 


The data presented in the national stripper well survey as of January 1, 1952, 
represent a compilation of information from various contributors in the oil-pro- 
ducing States of the United States. These data were collected in many cases by 
individual fields and consolidated as a State report with the exception of Texas 
in which the State is divided into three areas—north Texas consisting of Rail- 
road Commission District No. 9, west-central Texas consisting of Railroad Com- 
mission District No. 7-B, and Texas, other, which comprises all the other railroad 
commission districts in Texas. 

The number of stripper wells indicated is the number of wells in fields which 
are averaging less than 10 barrels per day per well, or in some instances, where 
the individual well production is known, it includes only those wells making less 
than this amount. Ina few States where marginal or stripper wells are defined 
by law, it includes all of these wells with the exception of a few instances where 
a very minor portion of the field has wells so classified. In a few instances 
wells were classified as stripper wells because they were producing excessive 
quantities of water or small quantities of oil relative to the depth from which 
the oil must be lifted. 

The production in barrels from stripper well fields represents the total oil pro- 
duced from those fields classified as stripper well fields with the exception of 
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Mississippi and New Mexico in which the production is only the production from 
the wells reported since in these two States, the actual well production is 
available. 

The productive acres in stripper well fields likewise includes estimated total 
acreage in those fields so classified with the exception of Mississippi and New 
Mexico in which only the acreage attributed to the stripper wells has been used. 

The 1951 abandonments are the number of producing oil wells abandoned dur- 
ing the year. Some of these may not have been in stripper fields, but practically 
all of them are assumed to be wells which were not economical to continue to 
operate. 

The accumulative production from stripper well flelds is the total production 
from the fields so classified with the exception of Mississippi and New Mexico in 
which it is the total accumulative production from the individual wells classified 
as stripper wells. 

Estimated primary reserves from stripper well fields in general are the addi- 
tional oil which it is estimated will be recovered under primary methods of 
producticn from the fields classified as stripper well fields with the exception 
of Mississippi and New Mexico in which an estimate has been made of the re- 
coverable reserves from the wells now classified as stripper wells. In the states 
of Illinois, Oklahoma, Pennsylvania, and in Texas, other, the primary reserves 
represent the oil to he recovered by present methods of operation and include 
secondary recovery reserves of projects now in operation. 

The estimated probable secondary recovery reserves from stripper well fields 
are the additional reserves over and above primary recovery which could be re- 
covered from these fields by the application of fluid injection methods. In New 
Mexico, this includes the total recovery from the fields which are predominantly 
stripper well fields, and in the States of Oklahoma, Pennsylvania, and Texas, 
other, represents an estimate of the additional oil which it is believed can be 
recovered from fields which have possibilities for additional recovery by the use 
of fluid injection methods. In Illinois, no estimate has been made for this figure. 
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TasLe 1.—Summary of fluid injection projects during 1950 


| 
Number of Number of | Number of Annual pro- 
} 








Number of , : a duction dur- 
State projects produc ing injection dev eloped ing 1950, in 
wells wells acres 4 
oarrels 
= 
BI, cnpanneencan4nees 9 | 328 | 59 21, 932 14, 543, 557 
Nlinois : phase 63 | 1, 197 | 1, 097 14, 128 4, 607, 154 
IRAIIDR. .p ccacnnnereesaccusccns 8 | 119 | 2 553 
ENED... nacaccneédsensoowsecases 135 | 5, 580 | 4, 451 24, 608 6 
eae 17 418 | 325 2, 054 
Louisiana 64 | 899 115 161, 609 
J) See 4) 149 | 30 13, 200 1,3 
Oklahoma... ..... ae 104 | 7, 413 4, 127 77, 852 4 
West ON a 44 | 1, 877 | 492 17, 532 l 
cameras chet —_ aot 
BO cendscsccssmonsecess 448 | 17, 980 | 10, 728 333, 468 34, 082, 285 


The CHarrMan. The next witness is Mr. Henry Mulryan, president 
of the Sierra Tale & Clay Co., South Pasadena, Calif., accompanied 
by Hon. Wesley Disney, a former and highly respected member of 
this committee. We are very glad to welcome you here, Mr. Disney. 


STATEMENT OF HENRY MULRYAN, PRESIDENT, SIERRA TALC & 
CLAY CO., SOUTH PASADENA, CALIF. 


Mr. Muuryan. Mr. Chairman and members of the committee, my 
name is Henry Mulryan. I am a resident of Los Angeles County, 

Calif. I have resided in California since 1904 and am a graduate of 
Stanford University. I ner received A.B. and master’s degrees in 
economic geology. I was employed as a mining engineer in 1925 
and 1926 near W ickenburg, Ariz. In 1926 and 1927, I was superin- 
tendent of the Groom mine for the American Smelting & Refining 
Co. Subsequent to 1927 I have specialized in nonmetallic minerals. 
From 1927 to 1937 I was a geologist, quarry ees tor, assistant mining 
superintendent, and research engineer for Johns-Manville Co. at Lom- 
poc, Calif. From 1938 to 1942 I was a mining engineer and plant 
superintendent for Gladding McBean Co., Los Angeles, in charge of 
all that company’s mining activities in southern California. 

Since 1942 I have been a consultant geologist and mining engineer 
in Los Angeles, specializing in nonmetallic minerals. I am listed in 
Who’s Who in Engineering and in Who’s Who on the Pacific Coast. 
In 1944 I became a director and vice president of the United States 
Pumice Supply Co. with mines in Mono County, Calif., and a plant 
in North Hollywood, Calif. In 1944 I also became a director and 
president of the Globe Los Angeles Mining Co., which operate asbestos 
mines in Gila County, Ariz. In 1946 I became executive vice president 
and general manager of the Sierra Tale Co. which operates mines and 
mills in C alifornia, Nevada, Nebraska, and Montana, and in February 
1953, I became president and general manager of that company, now 
called Sierra Tale & Clay Co. 

I am a member of the American Institute of Mining Engineers, a 
member of the American Ceramic Society, a member of the industrial 
committee of the California State Chamber of Commerce, and chair- 
man of the mining committee and director of the Los Angeles Chamber 
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of Commerce. During its existence I was a member of the Army and 
Navy Munitions Board, Nonmetals Industry Advisory Committee. 

I have appeared as an expert witness for the United States in con- 
demnation actions in many courts in California. I have contributed 
technical publications to the American Institute of Mining Engineers, 
to the California Division of Mines, and to the American Ceramic 
Society. Under my direction publications concerning nonmetallic 
metals and minerals have been published by the Los Angeles Cham- 
ber of Commerce. 

WHY I AM HERE 


I am here to request remedial legislation to end the incessant efforts 
of the Treasury Department to harass the tale industry by depriving 
it of the full benefit of the percentage depletion allowance established 
by the Congress after full hearings and confirmed by the Tax Court. 
I appear here on behalf of the tale industry. 

The Revenue Act of 1943 first extended percentage depletion to talc 
and certain other nonmetallic substances on a war emergency basis. 
In 1947, after hearings before this committee, the Congress made 
permanent the 15 percent depletion allowance for tale and certain 
other nonmetallic substances. In 1950, again after hearings, in which 
I personally explained to this committee the practices of the tale in- 
dustry, this committee rejected the Treasury’s effort to obtain a reduc- 
tion in the allowable percentage of depletion from 15 percent to 5 
percent. At every turn the Treasury Department has fought a fair 
depletion allowance for the tale industry and at every turn Congress 
has rejected the Treasury’s contention. 

Not satisfied with a clear declaration of congressional intent ex- 
pressed both in the statutes and in the committee reports, the Treasury 
refused to allow the full depletion plainly given to the tale industry 
by law. Accordingly, the tale industry in 1950 was forced to place 
the problem before the Tax Court, which decided every single issue 
100 percent against the position taken by the Treasury. The case ] 
have just referred to is /nternational Tale Co. v. Commissioner (15 
T. C. 981 (1950) ). 

The Treasury is now attempting once again to frustrate the clear 
intent of Congress and the flat declaration of the Tax Court of the 
United States by adopting regulations casting doubt on the right of 
the tale industry to its full depletion allowance. It is fairly a »parent 
that the Treasury intends again to subject the industry to eidlsnanats 
litigation. See T. D. 6031, July 18, 1953. 

This inexcusable situation should be cured by remedial legislation 

cast in language so clear as to leave no doubt even in the mind of the 
most zealous Treasury agent. 

The Cuarrman. Pardon me. By the way, up to this point have 
you been injured? Is it because you feel that the Treasury is against 
you even if the Tax Court is with you? 

Mr. Muuryan. I have that feeling from discussions with some of 
the tax men. 


THE NATURE, OCCURRENCE AND MINING PROCESSES OF TALC 


Talc, a nonmetallic mineral, is a hydrous silicate of magnesium 
derived from the alteration or metamorphism of igneous and sedi- 
mentary rocks and minerals having a high magnesium content. 
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Tale has been mined for centuries and in many parts of the world. 
It is found principally in California, Georgia, Maryland, Montana, 
New Mexico, New York, Nevada, Vermont, Virginia, Texas, and 
Washington. In the United States practically all tale is mined by 
underground operations. Tale mining is comparable to other hard 
rock metal mining and frequently presents exceptional hazards and 
difficulties greatly increasing costs, and often threatening the loss of 
the mine entirely. Inthe West talc mines are in isolated areas where 
weather conditions reach extremes and labor turnover is high. 

In the West the crude ore occurs in lenses which are sometimes iso 
lated and sometimes occur in definite geological structures. The cost 
of finding, developing, and mining an individual lens is quite high. 
Even after discovery it is difficult to determine the location of tale 
ore bodies because of their lenticular nature. Drill holes might pass 
between two lenses and the operator would never know of f their ex 
istence. Considerable drifting, crosscutting, tunneling, and sinking 
are necessary to locate these lenses. After the ore has been located, 
mining can only be done by expensive square-set timbering. 

In the East the tale deposits differ somewhat in their geological oc- 
currences especially in that the geological structures containing the 
tale are much stronger. Consequently the ore bodies are larger and 
lesserratic. But the same care must be exercised in selecting and min 
ing ore in the eastern as in the western mines. 

Since tale is the product of heat, pressure and water, applied to 
any one of a number of different rocks, generally the alteration is in 
complete, and only a portion of the rock has been changed to tale. 
This makes necessary care ‘ful hand selection of crude ore in order to 
maintain a uniform quality. 

The crude ore must be crushed, ground, and bagged. Conven- 
tionally, the tale taken from the mine is first crushed in primary and 
sometimes in secondary crushers to minus one-half inch material. Fine 
grinding is then achieved in tube mills, roller mills, hammer mills, 
mills using fluid energy, Raymond mills, and Hardinge mills, using 
closed circuits with Sturtevant, Raymond, or other types of air 
separators. 

Although no blending, concentration, or other beneficiation is re- 
quired, with the exception of a single operation in Vermont, tale must 
be ground to be salable. There is attached as exhibit A the specifi- 
‘ations of products sold by Sierra Tale & Clay Co., which products 
cover all commercial uses. These specifications demonstrate that tale 
ore must be finely ground in order to be salable. Substantially all 
tale sales are made by the mine operator directly to the ultimate con- 
sumer. There is practically no commercial use for the raw ore until 
it has been finely ground. As shown by the are tive Mineral Year- 
books of the United States Bureau of Mines, in 1941, 89 percent; in 
1943, 9214 percent; in 1948, 97 percent; and in 1950, 89 percent of the 
total United States production of tale was required to be finely ground 
prior to the cepa) sale. 

In other words, these grinding processes are not only the ordinary, 
normal practice of tale mine operators; they are practically the uni- 
versal rule. And yet, in a last ditch effort to frustrate the will of 
Congress, and to circumvent a clear decision of the Tax Court in the 


87746—53—pt. 3——-86 
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International Talc Co. case, supra, the Treasury is apparently assert- 
ing that “fine pulverization”—which I can only guess was intended to 
mean some grinding process—is not an “ordinary treatment process” 
of tale mine operators. 

The CuarrmMan. Pardon me. Not only in the face of the statute 
itself, but without grinding you could not sell the tale in your State? 

Mr. Mutryan. That is correct. Practically all of it has to be fine 
ground to be marketable. 

The CuareMan. If it is not allowed to be ground, depletion is of 
no value to you? 

Mr. Mutryan. We would be out of business. 

The Cuarrman. Thank you. 


WHY THE PRESENT REGULATIONS ARE ARBITRARY AND NOT BASED ON THE 
LAW 


Mr. Moutryan. In 1943 Congress amended the Internal Revenue 
Code to permit percentage depletion in talc mining, and at the same 
time amended the code— 
to make certain that the ordinary treatment and processes which a mine operator 
would normally apply to the marketable product should be considered as a part 
of the mining operation, and to give reasonable specifications of what are to be 
considered such processes for various kinds or classes of mines (Committee on 
Finance, 75th Cong., Rept. No. 627, accompanying H. R. 3687). 

The Internal Revenue Code itself clearly states that percentage 
depletion is allowable on the gross income from mining and that the 
term “mining” shall be considered to include not merely the extraction 
of the ores or the minerals from the ground, but also the ordinary 
treatment processes normally applied by mine owners or operators 
in order to obtain a commercially marketable mineral product or 
products. Furthermore, the code states that the term “ordinary treat- 
ment process” shall include, in the case of ores which are not custom- 
arily sold in the form of the crude mineral product, crushing, grind- 
ing, and even beneficiation by concentration—a process obv iously far- 
ther removed from the extraction of ore than tale grinding. 

Why the Treasury has persisted in its obstinate attacks on tale 
operators in the face of this clear language is beyond me. The code 
itself seems abundantly clear even without the committee reports and 
the decision of the Tax Court. Yet, effective as of July 18, 1953, the 
Treasury adopted regulations which say that the expression “ordinary 
treatment processes” does not include “fine pulverization”—whatever 
that may mean. 

The action of the Treasury Department in promulgating this por- 
tion of the regulation was unwise, arbitrary, contrary to the i 
intent of Congress, and in my opinion inexcusable. The law itself 
makes grinding a part of the ordinary treatment processes included 
in the term “mining.” Both Congress and the Tax Court in the 
International Tale Co. case, supra, have clearly indicated that this 
includes whatever fine grinding (or pulverization) is necessary to 
obtain a commercially m: arket: _ mineral product. 

In the International Tale Co. case, supra, the Tax Court of the 
United States stated in its decizion that even to a casual reader the 
congressional intent in defining gross income from the property was 
an inseparable barrier to the Commissioner’s contention (a conten- 
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tion now apparently repeated as a regulation). That decision went 
on to state that the court found in the law, as enacted by Congress, 
complete authority and justification for the taxpayer’s position that 
fine grinding is a ‘part of the ordinary treatment process. The very 
heart of the. question was reached by the court when it said that the 
taxpayer’s position was well buttressed in the law, and by industrial 
and commercial usage, whereas the Treasury’s approach to the prob- 
lem was predicated upon a purely hypothetical concept and entirely 
ignored realities in the tale industry. 

The talc industry has recently passed through a period of litigation 
over this issue ending, as shown above, with the court strongly con- 
demning the position of the Bureau of Internal Revenue. The action 
of the Treasury Department in refusing to acquiesce in that decision 
and in promulzating this portion of the regulations evidently means 
that the Internal Revenue Service intends once again to litigate. It 
is in effect an attempt by the Treasury Department to usurp the 
function of Congress in writing tax laws. It is manifestly unjust 
to submit the tale industry to the confusion, delays and expense that 
will result if it is forced in each instance to resort to the courts. 

We therefore ask that section 114 (b) (4) (B) (iv) be amended 
to add “tale” to the list of minerals now contained in that subsection. 
We think this addition would make clear that Congress intended in 
section 114 that in the case of tale which is not customarily sold in 
its crude form, the term “ordinary treatment process” includes crush- 
ing and all grinding necessary to bring the product to a commerically 
marketable state. We think that is precisely what the law says today 
and what Congress intended, because when the law was amended in 
1947 to include tale on a permanent basis, Congress acted in the light 
of testimony by the industry which showed clearly that tale is not 
customarily sold in its crude form, and that it must undergo fine 
a") rinding to get it into a marketable state. 

At this pom it I would like to call your attentl ion to House hearings on 
percentage depletion, 80th Congress, Ist session, June 4, 1947, pages 
7-29, 34-37. Ihave a copy of this printed matter with me, and with 
your permission, Mr. Reed, I would like to mention one point. You 
asked Mr. Fernald a question about fine grinding, and you asked me a 
similar question in 1947. I would like to read that one question and 
my reply. 

Phe ¢ peeean, Very well. 

Mr. Murryan. You asked me this question: 


oy 


Do you find this talc fine or does it have to be ground from rock? 

Answer: 

It occurs as a mass of material. All of the material has to be ground in special 
equipment under very rigid specifications before it can be used in the industry. 
That seems to me to be a very clear-cut statement of our stand 

reply to your question. 

The Cuairman. Thank you very much. 

Mr. Mutryan. This must be made plain, however, because the 
‘Treasury in its regulations has in effect amended the law to take away 
percentage depletion from the tale industry by stating that the fine 
or inding process necessary to get ti ale to its marketable stage is not 
an “ordin lary treatment process” as that term is used in the law. 








2038 


GENERAL 


REVENUE 


REVISION 


(The following data was submitted by Mr. Mulryan:) 
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NTATIVE CHEMICAI 


ANALYSIS 


EXHIBIT A 


AND 


Paint, paper, and tertile talcs 








PHYSICAL CHARACTERISTICS 


Loss } , 
I Silica ben Iron Lime mon J Soda | Potash 
t SiO: AlgOs Fe,03 CaO MeO Na,O K30 
ene 13. € 45 7 9.7 25.6 0.89 2 
i C-400, Re 8.77} 55.0 8 6.29 | 28. 25 1. 24 | 36 
k C4 A 6. 84 7 5. 7 27. 9E 1.82 5& 
C4 t 6 84 57 7 35 73 7, OF 1.82 58 
1 Text 6.7 58 2 79 78 29. 76 le 09 
ive! { 54. 07 SU | 43 63 26. 80 -41 sv 
| M Dust ecleetor product from Fibrene tales 
Mist Dust collector product from Silver and CB tales 
M I fi 42 7.92 1. 07 99 52 28. 44 1. 43 50 
M Ms 6. 42 { 1,07 99 4. 52 28. 44 1, 43 50 
M 1H 5. 38 9 Gi 7 30. 41 12 . 04 
M I 8 8.77 a) ( ) 28. 25 1, 24 36 
Approxi- 
Acid mate . 
| a) characteristics Nubile Specific pH Cinken ticle | density oan 
_ = CaO gravity value ee shape pounds- I why 
percent cubic om 
feet 
Sierra Fibrene 8-11 2.79 9.4 | 97 AP 23-24 | 98 -99 
Fibrene C-—400, Keg ‘ 7 2.78 9.4 98 AP 22-23 | 99. 2-99. 6 
Fibrene C-400, Type A 3 2.78 9.4 YS AP 18-20 | 99. 6-99. 8 
Fibrene C-400-7¢ 3-5 2. 78 9.4 | 98 AP 21-22 | 99. 2-99. 6 
pecial Textile 1. 9-2. 5 2.73 | 9.4 | 96 Ga 27-28 | 98. 7-99. 1 
“Ts ES ee ee 344 2. 84 9.4 | 96 | TA 28-30 | 98 -99 
Fibre li 7 2.79 | 9.4 98 | AP | 13-15 100 
PE SEU iokbbntnnsuniacnmed 2. 84 9.4 7 TA 3-15 100 
Mistron T-076 2.77 | 9.3 | 9 | APG 10-11 100 
Mistron MS‘ iacbamtigeel 2.77 | 9.3 | 95 APG 10-11 100 
Mistron HG-75 indie taal 0 2.74 | 9.3 98 | G 9-10 100 
BERS PEED. < cesccccesconsna | 2.78 9.4 98 AP 13-15 100 


| 


Chemical Analyses and Physical Characteristics of all Sierra tales are typical 





Individual shipments may vary within moderate limits. 
Individual test results 


of current production. 
We accept no responsibility for products performance. 
furnished on request. 
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Steatite and technical ceramic grades 


Loss on | Silica, | Alumina,| Iron, Lime, |Magnesia,| Soda, | Potash, 


Typical analyses ionition Si0s AlsOs Fe:03 | CaO MeO Na3O K30 











Sierram ic 59. 62 2. 05 0. 94 0. 91 29. 91 0. 33 0. 16 
Sierra Hi-Grade No. 1 60. 95 1. 46 61 60 30. 38 15 05 
Sierra Hi-Grade No, 71 3 1. 66 | 80 | 73 30. 51 19 08 
Yellowstone l 1. 51 27 30. 23 15 05 
Yellowstone No. 73 64 97 1.72 30. 33 67 21 
White Mountain 2.14 81 1.09 29. 55 21 07 
Sierralite 21. 68 1. 58 1.39 29. 75 22 07 
Sierra Albatale 1. 48 39 3. 93 28.82 1.10 36 
ierra Sagger No. 7 7 31. 70 3. 16 1. 05 19. 88 20 05 
Panamint No. 10 35 75 | 35 5. 73 27.95 1. 82 58 
| ee | | | | — 
ACI ; aa ¥ mate Screen 
ai telineas aie solubles, | Specific oH A Particle} density, ee 
Physical characteristics as CaO, | gravity | vaine Color | shape | pounds — 
percent | | | per cubic ee 
| | | foot 
| ian | 

Sierramic seeks Ses jac chbbvesed 1.0-1. 5 | 2. 74 | 9.3 94 MG | 26-27 | 94. 5-06.0 
Sierra Hi-Grade No. 1_..__-- cages 5-1.5 2.74| 93] 9% | MG 26-27 | 94. 5-06. 0 
Sierra Hi-Grade No. 71..........-..--- - 5-1.5 2. 78 | 9.3 | 96 | PG | 26-27 94. 5-96. 0 

Yellowstone  cadaaisadce acu) gan 2.74; 8&6] | MG | 2526! 90-92 

Yellowstome No. 73........-- ‘ a 1, 4-2.0 2. 75 | 8.9 96 | APG | 24-25 91-93 
White Mountain._.._...- _— --| 1.5-2.0 2. 76 | 9.3 | 95 | MG 26-27 | 94. 5-06.0 

Sierralite ‘ pneikediida sina | 1-2 2. 67 | 9.1] 91| MG 27-28 92-94 

Sierra Albatalc. 2. 5-3. 5 2. 80 9.1 | 94; APG 24-25 | 98-99 

Sierra Sagger No. 7.......--..-.-.-- 1.0-1.5 | 2. 74 | 9.1 | 88 | PG 26-27 95-96 

Panamint No. 10-. i 4-5 | 2. 75 | 9.3 | 97| PG | 25-26 | 98-99 


Pottery, tile, rubber, insecticide, and commercial talcs 


: 
Present 8s Silice i 4 p, |\Me S. rote 
Typical analyses Loss on ilica, | Alumina,} Iron, | Lime, |Magnesia,| Soda, | Potash, 

















ignition SiOz AlOs Fe2O3 CaO MgO | Na2O K:0 
cunciiiaainaiiiaiaiidutetiiaie RN | aa ” il ascent aadeabaiiaan 
Sierra White IR 9.02 | 51.44 | 1.92] 1.35] 839 27.72} 0.23] 0.11 
Sierra White No. 111 10. 91 41. 86 | 12.29) 1.05) 453] 29. 07 | 21 08 
Sierra White No. 200 11.16 | 53.51 | 149; 113] 656 25. 29 .19 . 07 
C. B. Ceramic 6.79 | 54.07 | .43| .43/ 9.63/ 280/ .41 39 
NS Silver 6.79 | 54.07 43 | 43} 9.63 26. 80 | 41 . 39 
LS Silver : | 7. 40 54. 60 1.18 . 61 8. 59 26. 66 | 62 44 
Monark . 13. 61 48. 35 1.77 . 35 9.75 25. 61 82 52 

‘i | | Approxi- 
| Acid sol- | mate g 
m , § n 
y : 7 , | ublesas | Specific | pH - Particle) density, — 
Physical characteristics CaO, | gravity | value Color | shape | pounds. peneaat 
percent | cubic | ye ¢ 
| | | feet 
Sierra White IR.................- 8-10 | 2. 72 9.1 | 89| MG 28-29 | 99.3-99.4 
Sierra White No. 111 5-7 | 2.69; 9.3] 92/ MG | _ 28-29 | 99.6-99.8 
Sierra White No. 200._.- 7-9 2.72 | 9.1 91} MG | 28-29 | 99. 3-09. 4 
Cc, B. Ceramic 3-5 2. 84 9.4 95 TA 37-39 96-99 
NS Silver 3-5 2. 84 | 9.4 | 95 TA 32-33 | 99. 6-99.8 
LS Silver 4-6 2. 84 9.4 94 TA 32-33 | 99.3-99.5 
Monark -. i 8-11 2.79 9.4 A 26-27 95-97 


98 | 
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PG 

HP 
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Color determined on Pfaltz & Bauer Reflectometer, percent of reflection 
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Cosmetic and technical grades 


| | 
Los Silica, |Alumina,}| [ror Lime 
al analyses ignitior SiO; A1:03 Fe:03 | CaO 
7 6.77 58. 01 2. 56 0. 79 1. 78 
f 62 1.6 2.74 55 27 
‘ wy 
aera > 2 60. 01 1. 96 80 68 
\ J 
e US] 38 61. 90 ) 56 17 
No > 68 71 1. 27 39 7.68 
de J 
Cosmetic and technical grades 
Aci 
1 charact lubles | Specific pH Color 
CaO, ravity value 
reent 
1. 9-2. 5 2.7 9.4 95 
¥ § 2. 75 9.4 Y 
0.9 2 | 2 76 9.1 98 
0. 9-1. 2 2. 7€ 41 Us 
0.8-1.0 2 83 9] og | 
0. 6-0. 75 | 2. 78 92 99 
0.3-0. 4 2. 76 | 9.3 99 | 
\s2o40 | 2.85 9.4 97 | 


NOTES 


particle shape 


Acicular, Platey 
Granular 





rremolitic, Acicular 
Massive, Granular 
Platey, Granular 


Highly Platey 
Pistey, Granular, Acicular 
Platey 


or 


ensity per Scott Volumete 


TEST METHOD FOR ACID SOLUBLES 














Magne- | Soda, |Potash, 
sia, MgO} Na;O | K,0 
29.76} 0.16 0. 08 
30. 09 | 21 . 03 
30. 12 14 . 04 
30. 41 12 .04 
27. 37 1.11 . 49 
Approxi- 
mate in 
rticle| density, | ae 
hape | pounds “ 5 
per cubic oe 
feet 
G 28-29 95-97 
G 7-28 | 99. 3-99. 5 
PG 25-26 95-97 
PG 23-24 | 99. 4-99. 6 
HP 26-27 | 95-97 
HP | 21-22 | 99. 6-99.8 
HP | 19-21 99. 6-99. 8 
PGA 28-29 | 99, 5-99. 7 


against magnesium carbonate as 





Boil 1 gram of tale with 50 cubic centimeters of one-tenth N sulfuric acid 
and about 50 cubic centimeters of distilled water. Then titrate to a faint pink 
with one-tenth N sodium hydroxide using a few drops of phenolphthalein as 
indicator. The difference between the volume of acid and the required volume 
of sodium hydroxide multiples by 0.28 equals the percent of acid soluble sub- 
stances calculated as CaO. 


ExHIsiIt B 








1951 
Short | Percent 
tons of total 
Paint . a 122, 557 19 
Ceramics 170, 521 27 
Rubber 70, 970 11 
Insecticides_..._- 90, 418 14 
Roofing..... | 64, 768 10 
Paper 27, 974 | 5 
Toilet preparations : = 7, 946 1 
Foundry facings... Q : 7, 986 | 1 
Crayons } 738 () 
Refractory, textile, asphalt filler, plaster, and miscellaneous other uses 56, 675 | 9 
Unclassified 15, 515 3 
id 636, 068 100 


1 Less than 0.5 percent. 
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Mr. Mutryan. I would like to add, or to emphasize, that until the 
talc is finally ground it has very little commercial use. 

The Cuatrman. Mr. Mulryan, when you say that tale is not cus- 
tomarily sold in the crude state, is it my understanding that it is 
not considered a commercial product until it is ground fine for use? 

Mr. Moutryan. If you will refer back to the first paragraph on 
page 3, I qatd ‘from the Minerals Yearbook showing that certain 
percentages were sold. 

The CuarrMan. Yes. 

Mr. Motryan. Showing that in 1 year about 10 percent, or even 
as low as 3 percent was sold in the crude form. 

The CuatrmMan, I just wanted to clear that up, that it is not cus- 
tomarily sold in the crude form. 

Mr. Morryan. That is correct. 

The Cuairman. And you have given the percentages, which is 
in 1 instance 10 percent. 

Mr. Murryan. That is right. 

The Cuarrman. Sold in the crude state. 

Mr. Mutryan. That is correct. 

The Cuarrman. Thank you very much for your appearance. I 
am very much interested in this industry, because we have a talc 
mine in the State of New York, a very fine industry, and I would 
like to see it preserved. : 

Are there any questions? 

Mr. Simpson. What is the point at which you believe the Treas- 
ury is now going to cut it off ? 

Mr. Morryan. You are asking my opinion ? 

Mr. Stmpson. Yes. 

Mr. Mutryan. My opinion is that the Treasury will cut it off at 
the point where it goes to the final pulverization part of the opera- 
tion. And there is no way to do that in the grinding of tale. 

Mr. Stimpson. I do not quite understand. First, you take it from 
the earth and you give it an initial crushing, do you ! 

Mr. Motryan. But the initial crushing is a part of the final 
grinding operation. There is no break between that crushing and 
the grinding. The material is not crushed first and then given a 
complete separation. The material is crushed, and then put on 
an elevator where it is sent to a bin, and from there it is sent either 
by gravity or a mechanical process to some type of fine grinding, 
but it is all a part of one operation. 

Mr. Srupson. Do you mean that after you crush it there is a 
certain point that the Treasury could well cut it off ? 

Mr. Mutryan. If you refer to the fine pulverization, we have 
not been able to find out 

Mr. Stmpson. You mean between one operation and the conclu- 
sion of the operation ; ; is that what you mean? 

Mr. Monryan. The final pulverization, making the tale fine, is 
a part and parcel of the operation of making the talc commercially 
usable. 

Mr. Stmpson. I am just trying to get this straightened out in 
my own mind. First, you put the rock, or whatever it is, into a 
crusher. 

Mr. Mutryan. Yes. 
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Mr. Srmpson. And I believe you stated that the cutoff is based 
at the point of fine pulverization. 

Mr. Moxryan. We are talking about my opinion of what the 
Treasury will do, which would be after it leaves the crusher; that 
is where they are going to apply the words “fine pulverization.” 

Mr. Srwpson. What do you do after it leaves the crusher? 

Mr. Mutryan. It is transported by mechanical means, or by 
gravity into the final pulverization part of the operation where it 
is finally ground. 

Mr. Simpson. Up to that point, whereas it might be fine, but it is 
not as fine as necessary to be usable? 

Mr. MuryAan. It is crushed fine in the primary stage, but is crushed 
much finer at that point. 

Mr. Suapson. Between the primary and the pulverization is where 
you think the Treasury Department would cut it off? 

Mr. MutrryaNn. That is correct. 

Mr. Simpson. But you say there is no market, that is, no substantial 
market of the product between the initial crushing and the pulveriza- 
tion process. 

Mr. Mutryan. I would go further, and I would say there is no 
market for it at that point, that is, between the crushing and the 
pulverization point. 

Mr. Siwarson. And do you further claim that that is a part of the 
mining process which must be done in order to make it commercially 
usable ? 

Mr. Mutryan. That statute is very clear and states the ordinary 
yrocess that should apply. But it is the Treasury Department which 
on promulgated a new regulation on July 18, excepting the words 
“fine pulverization.” That is the normal process, in the processing of 
tale as it is obtained from the mine. 

Mr. Simpson. And the amendment you want would do what? 

Mr. Mutryan. We want to clear up the situation so that the word 
“tale” will occur at the proper place in section 4, where it can be spelled 
out that the final grinding is an ordinary part of the treatment. The 
statute itself is quite elear, but it is the regulations promulgated by the 
Treasury Department that causes the difficulty, and we are unable to 
find out what happened that caused the Treasury Department not to 
acquiesce in the International Talc Co. case. 

Mr. Srmpson. We have to watch these things, as you can under- 
stand, so that we can apply the same test to other similar products. 
We have had suggestions with respect to some other products, whether 
or not some part of a product was commercially usable, and yet if 
applied to other products it may have a very bad effect on the revenue. 
Yours appears to be a clear case where it would seem to be a continuous 
process in the making of talc. 

Mr. Murryan. That is our contention, Mr. Simpson. 

Mr. Stwpson. Thank you very much. 

The Cuatrman. You feel that the statute is clear and you have a 
decision from the United States Tax Court, supporting your position. 

Mr. Mutryan. That is correct. 

The Cuamman. You feel that you are faced with the promulgation 
of a regulation which in effect is an attempt to legislate beyond the 
intent of the Congress. 

Mr. Mutryan. That is correct. 
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The Carman. Thank you very much for your statement. 

Mr. Mutryan. Thank you. 

The Cuarrman. Our next witness is Mr. Daniel Peterkin, Jr., Chi- 
cago. Will you give your full name for the record and the capacity 
in which you appear, Mr. Peterkin ? 


STATEMENT OF DANIEL PETERKIN, JR., MEMBER, EXECUTIVE 
COMMITTEE OF SALT PRODUCERS ASSOCIATION, AND PRESIDENT 
OF MORTON SALT CO., CHICAGO 


Mr. Pererxin. Mr. Chairman and members of the committee, my 
name is Daniel Peterkin, Jr. I am president of the Morton Salt Co. 
of Chicago, and I am appearing here on behalf of the Salt Producers 
Association. 

Before I begin my own statement, I believe it would be helptul 
to the committee if I were to summarize the scope of the presentation 
on behalf of the Salt Producers Association on the subject of deple- 
tion. 

We have assembled here a labor-management team from the industry, 
and the five members of the team, including myself have prepared 
their statements so as to emphasize the points of view of those com- 
ponents of the industry in which we believe this committee would be 
chiefly interested. We have made every effort to avoid repetition, in 
the interest of conserving the time of this committee. 

I am, as I indicated, president of the Morton Salt Co., and a member 
of the executive committee of the Salt Producers Association, and my 
statement is intended to be both general and introductory. 

The next witness will be Mr. Luke Brett of the United Mine W orkers, 
spokesman for the employees’ point of view. 

Mr. Lloyd P. Webre, who is president of the United Salt Corp. of 
Houston, Tex., plans to address himself primarily to the point of 
view of the small producer, 

Because of illness, Mr. Charles F. Moore, who is also a member of 
the executive committee of the Salt Producers Association, and presi- 
dent of the Diamond Crystal Salt Co., will have his statement read 
by Mr. W. L. Benger of the International Salt Co. 

And finally, Mr. L. E. Read, technical adviser to the Salt Producers 
Association, who is the manager of one of the large plants of the In- 
ternational Salt Co. at Detroit, a man who is regarded and respected 
in our industry as foremost among the technical men, will testify as 
to the technical problems in salt operation, which we believe this com- 
mittee will find pertinent to its depletion study. 

Then there is certain scan information which we feel will be 
of help to the committee, information which our association is work- 
ing up. We expect to have these data ready and in final form within 
15 days, and request permission to file them as a part of this record. 

Mr. Stmpson. Without objection you have permission to make them 
a part of the record, but I cannot be certain about the 15 days. Can 
you get it to us sooner? 

Mr. PererKin. We will endeavor to do so. 

What I want to say can be briefly summed up in three sentences: 

1. Our salt deposits are a major national resource, developed 
to their present state by a large number of companies. 
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With the rise of America to top position in world chemical 
ans tion the output of sodium chloride from these deposits has 
incre ased enormously. 

In this country today the great bulk of our salt production 
hess not go to fill the salt cellars on our tables, but to supply raw 
materials for a myriad of industrial products and processes. 

Salt has been termed the most precious of minerals. It has been 
called the substance that historically has been as indispensable to life 
as are water and air. 

Out of every 10 pounds of salt produced in the world, about 4 
pounds come from United States deposits. Mainly, these are in the 
form of deep, wide veins. 

In the Bureau of Mines tables on salt production you'll find these 
States at the top of the list. California, Kansas, Louisiana, Michi- 
gan, New York, Ohio, Texas, Utah, and West. Virginia. 

Most of the deposits are worked by wells. Water is forced down, 
and the resulting brine is evaporated. In other deposits the salt is 
mined. 

Other Bureau of Mines figures show that 47 companies work these 
deposits, with a total of 73 plants. Of these plants which produce 
dry salt, the same authority states that 20 are small, half a dozen 
are medium-sized and half a dozen may be placed in the large category. 

Recently a magazine writer stated that salt, as a product, is— 
so much taken for granted that the competition among the companies selling 
table salt probably is as intense as can be found in modern business. 

That, very sketchily, show you where our salt comes from. 

For a quick indication of where it goes, I would like to remind 
you that this country today has taken over the position once held 
by Germany as a world prov lucer of chemical products. 

You all know the stories of the famous corporate names in that 
field, and I know that many of you have a very accurate idea of how our 
chemical plants, both large and small, are dependent on adequate, 
steady supplies of basic ingredients. 

As any chemist will verify, salt is one of the most important of 
these essentials. In most places where it is used there is no substitute 
for it. 

Recently, it was estimated that there are a total of 14,000 different 
uses of salt, with only a very few of them the familiar ones—of 
seasoning and preserving food in our kitchen. 

We keep on See new uses for salt, and what is even more dra 
matic and importan » keep on using greatly increased amounts for 
those industrial cena already establis hed. 

To quote Bureau of Mines figures again, our total be production 
almost doubled in the af years from "1941 to 1951, years when our 
giant chemical industry was really flexing its muse Han? 

Bureau of Mines figures pees 12,700,000 tons of salt were produced 
in the United States in 1941. Total production had increased to 
20,207,131 tons in 1951, the last year for which complete authentic 
figures are available at this time. This production increase has been 
achieved without any new plant facilities; consequently existing 
facilities are being strained. 

According to a calculation made by William L. Benger of the 
International Salt Co., it would cost more than $216 million to repro- 
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duce the facilities in this country producing evaporated and rock 
salt. 

According to W. L. Badger report No. 399 dated April 27, 1953, 
the reproduction cost of a plant st tM 100,000 tons of salt per 
year by the evaporation process. 

In 1951 evaporated salt production was 3,654,808 tons. 

For this production, according to the W. L. Badger report No. 399 
of April 27, 1953, on the cost of reproducing a plant producing 100,000 
tons per year, 36.5 Badger units are needed. ‘The cost per unit is 
$4,806,200, and the total cost would be $175,426,300. In 1951 rock 
salt production was 4,662,194 tons. For this production, according 
to an estimate dated March 26, 1944, of the Mines Engineering Co., on 
the reproduction cost of a plant producing 500,000 tons per year, 
adjusted for labor and mate Tit n costs using the American Appraisal 
Co. cost trend chart up to 1952, 9.4 Mine E ngineering Co. units are 
needed. The cost per unit is $4,378.01 4, and the total cost would be 
$41,153,332. Total reproduction cost both rock salt and evaporating 
mines, $216,579,632. 

How important an adequate production of this commodity is to 
America’s well-being, whether in peace or in war, was underlined 
by the Bureau in its summary of the industry’s operations for the 
year 1943, when war production was straining at its peak. In that 
report the Bureau observed: 

Material success in the war owes much to our country’s natural supply of 
salt and our well-established salt industry. * * * Increased war demand in 1943 
raised total salt sold or used by producers in the United States to over 30 billion 
pounds, compared with over 27 billion in 1942. 

Note that these figures are for pounds, not tons. 

Actually, the Nation’s chemics A plants consume three-fourths of the 
tonnage of salt used by all industrial consumers, a total of 11 million 
tons per year. 

Those of you who are familiar with chemical names will recognize 
the importance of the following products, all made primarily from 

salt: Soda ash, caustic soda, chlorine, and metallic sodium. They 
he ‘Ip give us purer water, synthetic rubber, rayon textiles, low-cost 
glassware, casehardened steel, and important plastics. 

And in this extremely foreshortened listing, I am not venturing into 
such equally significant, though perhaps a little more obvious, fields 
as pharmacy and food processing. 

As I have said, salt is, and for centuries has been, a necessity for 
a most foods and making them more palatable. Yet it comes 
as a Surprise to most persons that F only a very small share of the total 
annual production here in the United States goes for use in the home. 

Actually, somewhat less than 5 percent of the more than 20 million 
tons produced in America in 1951 was used in the kitchen and at the 
table. Another 5 percent, approximately, went for use in agriculture 
and in the livestock industry. 

Significantly, the remaining 90 percent was utilized by industry, 
including factories, steel mills, laboratories, mines, railroads, and a 
long list of miscellaneous industrial enterprises. 

As you know, those of us who are close to an industry are a little 
too inclined to get down into the fine points sometimes and talk about 
matters that may be mighty fascinating to us but are not too interest- 
ing to the public, or to you gentlemen. 
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[ have tried to avoid this error and give you instead just an overall 
look at a business that we consider to be one of the things that help 
make America great. 

Thank you. 

The CuatrMan. I would like to ask you one question. As I under- 
stand in salt mining, you force hot water down into the shafts and 
then pump the salt water out and evaporate it; is that correct $ 

Mr. Pererxin. Except that the water need not be hot. The water 
is forced down by air pressure, which lifts out the brine. It is brought 
up as brine and evaporated. 

Mr. Reap. And salt is also mined. Both systems are used. 

Mr. Pererxin. Both are used; dry salt is mined, and evaporated 
salt is produced from brine method. 

The CHatrMan. Thank you very much for your statement. 

Mr. Pererkin. Thank you. 

The Cuatrman. Our next witness is Mr. Luke Brett. Will you give 
your full name and the capacity in which you appear, Mr. Brett? 


STATEMENT OF LUKE BRETT, ASSISTANT TO THE CHAIRMAN OF 
THE ORGANIZING COMMITTEE, DISTRICT 50, UNITED MINE 
WORKERS OF AMERICA 


Mr. Brerr. My name is Luke Brett. I am assistant to the chairman 
of the organizing committee of district 50, United Mine Workers of 
America. 

District 50 of the United Mine Workers of America has a very im- 
portant interest in the conduct and expansion of the salt production 
in this country on an economic basis. A substantial number of men 
and women are employed in the production and processing of this 
commodity, so important to our hale economy. Some of these em- 
plyees work far underground in blasting and loading and hauling the 
new mined salt, which process, to some extent, parallels the mining of 
coal. Others carry out the task inherent in the processing of the raw 
material and the packaging of the refined net ar Others are em- 
ployed in handling materials, and others are employed in the brine 
operations. 

The majority of the workers of the refining and readying the 
oroduct to market, have been longtime employees, many of them 
cadien been employed in this industry during their entire adult life. 
It is not unusual to find several members of a family, including 
fathers and sons working together, which emphasizes the vital inter- 
est these employees have in the salt industry. 

The general feeling that there are vast deposits of salt in this 
country does not in itself insure that salt will continue to be produced 
on a scale necessary to meet the ever-growing demands of our national 
economy. There is an enormous amount of preliminary work that 
has to be done before the deposit could be made usable. There first 
must be tests, I should say first, there must be found the proper geo- 
logical location, and there must be taken into consideration trans- 
portation, which is a large factor in the production field, and capital 
investment funds are, of course, very important. 

After all of the above factors have been satisfied, there still remains 
the job of, in some instances, shaft sinking, head frames to build, 
screening and preparation plants to build, or pump stations to erect, 
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accompanied by installations of machinery and equipment to prepare 
a commodity for the consuming market. Large sums of money are 
needed for this type of work and as the existing facilities in this field 
are operating at capacity, or near capacity according to recent re- 
ports, the industry must find the needed capital to build new plants 
if the expansion needed is to be forthcoming. 

The need for expansion is now here and pressing. Industrial uses 
for salt in various forms have increased rapidly. Many chemical 
processes, including some phases of atomic energy development, are 
new consumers of salt whose needs must be met. 

The Congress, for many years, has recognized and realized the 
importance of minerals in the national economy and, as an encourage- 
ment for companies engaged in most of these industries to invest 
large sums of capital in exploration and new plants, etc., a saving 
in income tax represented by a depletion allowance is proper and 
equitable. 

Under the present law the depletion for salt is 5 percent. This 
5 percent, we submit, gentlemen, while being welcome, is entirely 
inadequate from a reasonable point of view, in face of the task con- 
fronting the industry to meet the increased demands. Depletion 
allowances for many other minerals are higher, therefore, we submit 
that an increase in the depletion allowance for salt should be ma- 
terial and should not be less than 23 percent, presently allowed for 
sulphur, which will permit an industry to expand its facilities in 
accord with its obligation to the national economy. 

May I, on behalf of district 50, United Mine Workers of America, 
at this time, through its chairman, thank each member of the com- 
mittee for their courtesy of hearing our plea. 

The Cuarrman. Thank you very much for your statement. 

Mr. Brerr. Thank you, Mr. Chairman. 

The CuHarrMan. Our next witness is Mr. Lloyd P. Webre. Mr. 
Webre, the committee will be very glad to hear you. 


STATEMENT OF LLOYD P. WEBRE, MEMBER, SALT PRODUCERS 
ASSOCIATION, AND PRESIDENT OF UNITED SALT CORP., HOUSTON, 
TEX. 


Mr. Wesre. Mr. Chairman and gentlemen of the committee, I 
am Lloyd Webre of Houston, Tex., president of United Salt Corp. 
and vice president of the Texas Brine Corp. My family has been 
in the salt business for 30 years and I myself for 15 years. 

As one of the witnesses for the Salt Producers Association, I plan to 
direct my remarks primarily to the effect that depletion has on the 
comparatively smaller producers of which we are one. 

To some, it may appear that the salt reserves we know about in this 
country are so large that they are inexhaustible. However, salt re- 
serves of satisfactory chemical purity are being depleted more rapidly 
than most people realize. In order to locate new deposits of salt suit- 
able for mining, more exploration must be done. During the past 15 
years our company has drilled 8 test holes, but the quality of salt 
found in each of these tests was poor. 

Little companies like ours find it hard to provide funds for explora- 
tion because this kind of work is expensive. There is not much point 
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in undertaking extensive exploration unless we are going to provide 
new mines and production equipment. Both are very costly today. 

Salt is a very cheap product. Under present conditions salt yle ds 

low return which hardly justifies the large capital investment re 
quired to produce additional quantities. 

The high rate of current income tax, along with the increased de- 
mands on our business, makes it difficult for us to retain enough of 
our earnings to invest in additional plant facilities. Furthermore, we 
fee] that the low rate of returns leaves insufficient incentive to invest 
new capital. Because of high cost of construction, machinery, and 
equipment, a larger capacity to produce does not bring a proportion- 
ately large realization from increasing production. 

Strong competition between salt producers keeps salt cheap. This 

ults in a lower rate of return to the salt producer, giving little in- 
ce aative to increase production. 

Congress recognized the necessity to provide salt producers with a 

timulus for expansion and an incentive to increase their capacity 
when it granted a 5 percent depletion allowance in 1951. Research 
analysts of our association have computed that for the year 1951 for 
the entire salt production in the United States the 5 percent depletion 
allowance under the present law cost the Government in tax revenues 
less than $2,500,000. Nevertheless, the 5 percent depletion allowance 
although wholly inadequate for long-range expansion requirements, 
enabled the industry to take initial ste ps toward meeting the pressing 
problem of exploration. This situation is a sharp contrast to the 
mining of minerals of high value which receive up to 27.5 percent 
depletion allowance. 

Adequate depletion allowance for the salt industry is essential to 
the economy of our country. The best proof of this statement lies in 


the fact that according to industrial surveys, existing salt-producing 


— t are operating at full capacity. In the face of ‘rapidly expand- 
ing need for salt in defense and industrial developments involving 
hemicals, the salt industry will fall short of this de mand without 


expat sion. Although some of the larger comnpe nies are endeavoring 
to make plant expansion, the smaller companies like varalves do not 
have the necessary capital to meet this need. re adequate depletion 
allowance would help materially to provide needed capital for this 
expansion, and I believe that from 15 to 23 percent would be about the 
minimum upon which we could base a comprehensive program for 
expansion of our facilities to meet the country’s growing needs. 

In the long run, the way to keep our salt industry strong and healthy 
is to permit it to retain a greater portion of its earnings to plow back 
into exploration, development, plant expansion, and modernization. 
In order to gain maximum efficiency and production, and to corre- 
spond to the benefits already given to comparable depletable minerals, 
as listed in section 114 (A) (111) of the Internal Revenue Code, deple- 
tion allowance for salt should be increased to 15 to 23 percent. 

The most important reason for the allowance of depletion at the 
present level in the oil and natural gas industries is that it stimulates 
exploration and production. A low allowance leaves inadequate 
profit, thus stifling desire for discovery and development of new 
deposits. It is evident that the purpose of depletion allowance is to 
make recovery and processing attractive by permitting operation 
men to retain a larger proportion of their realization. Increasing 
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the salt depletion allowance to 23 percent would have the immediate 
effect of making investments in salt producing plants more attractive, 
both for present producers and for capital not now invested in the 
salt industry. 

Mr. Chairman, if there are any questions, I will be glad to try to 
answer them. 

The CuHamrmMan. We thank you very much, Mr. Webre, for your 
fine statement in support of your request for a larger depletion al- 
lowance. 

Mr. Wepre. Thank you. 

The CuatrMaNn. Our next witness is Mr. Charles F. Moore, member 
of the executive committee of the Salt Producers Association, and 
president of the Diamond Crystal Salt Co. of St. Claire, Mich. 


STATEMENT OF CHARLES F. MOORE, PRESIDENT, DIAMOND CRYS- 
TAL SALT CO., ST. CLAIRE, MICH., PRESENTED BY W. A. BENGER, 
SCRANTON, PA. 


Mr. Bencer. Mr. Chairman, I am W. A. Benger, of Scranton, Pa. 
Due to illness, Mr. Moore is unable to be present, and with you 
permission I would like to read Mr. Moore’s statement. 

The CHatIrMAN. We are very sorry that he is ill, and would like 
very much to have had him here. We will be pleased to have you 
present his testimony. 

Mr. Brencer. This is the testimony of Mr. Moore: 


DEPLETION ALLOWANCES—SALT 


My name is Charles Moore. I am a member of the executive committee of the 
Salt Producers Association and president of the Diamond Crystal Salt Co., one 
of several companies engaged in the manufacture and distribution of salt prod- 
ucts to agriculture, chemical, metallurgical, food processing, military, civilian, 
and many additional important outlets. You have been informed of the essential 
needs of this commodity and of its strategic importance to our way of life. 
At this time, I would like to add my endorsement of this testimony. 

The time allotted for this hearing would not permit the enumeration of the 
products which are manufactured from this basic material. There are thous 
ands of materials containing sodium and chlorine, which originate almost ex- 
clusively from salt. Their usage affects our daily lives, as for example, purifi- 
cation of our drinking water, food preparation and preservation, sanitation 
through soap and detergents, clothing, pharmaceuticals, to name but a few 

In review of the previous laws enacted by the Congress, I assume that in their 
consideration of depletion allowances they took into consideration the essential- 
ity and strategic importance of the materials, and the effect on our national 
economy should the source of supply be curtailed through depleted resources, 
enemy action or natural causes. 

Considering this premise, it would appear that while salt has considerably 
greater use pattern and tonnage consumption, there is an analogy between salt 
and sulfur. The action of the Congress in granting 23 percent depletion allow- 
unce with respect to sulfur is fully justified, in that, commercially feasible pro- 
duction through use of the Frasch mining process is limited to deposits which 
will provide material of usable quality, and a magnitude to justify erection of 
facilities for its mining. There are numerous small outcroppings of sulfur 
bearing ores and sulfide gases from which elemental sulfur may be extracted. 
The recovery of the sulfur in these materials would not compensate for the loss 
should the principal sources of supply become unobtainable. These same condi- 
tions exist with respect to salt. Commercial deposits of salt with the necessary 
purity are limited in number. As evidence of this condition, one of this country’s 
producers was recently forced to go outside the borders of the United States in 
order that he might obtain a satisfactory mine site. Like sulfur, there are areas 
where salt exists in an impure state but they are of such chemical composition 
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as to render them unfit for practical usage. The salt producers must con- 
stantly engage in exploration to assure a continuing supply. 

In the law covering depletion allowances, the Congress took cognizance of 
the metal mines and various minerals to which they assigned a depletion allow- 
ance of 15 percent. Included within the list are thenardite and trona. Thenar- 
dite is anhydrous sodium sulphate, a material used in detergents and manufac- 
ture of kraft paper products. I would like to call to your attention that the 
greater part of the United States production of this chemical compound is the 
result of chemical processing which are based on salt as the initial product. 
Trona, a product found in the dry lakes of California, is a mixture of sodium 
carbonate and sodium bicarbonate. The mining of this material accounts for 
only a small fraction of the production of these materials. The principal source 
of supply is that manufactured by the Solvey process which consumes salt and 
limestone for the manufacture of sodium carbonate and sodium bicarbonate. 
In this connection, I believe that salt should be given equal consideration with 
the companion material, chemical grade limestone, for such usage. 

Bauxite is one of our principal sources of aluminum. This material has 
also been accorded a depletion allowance of 15 percent. In the processing of 
this ore to the metal, large quantities of sodium compounds, originating from 
salt, are consumed. The interdependence of the various raw materials leads 
me to believe that equal consideration should be provided. 

Many of the minerals designated in the law find their principal usage as 
refractories, insulation, and abrasives. In many of these uses salt products 
are used as glazing and binding agents. 

Phosphate rock, a product which was granted 15 percent allowance, is con- 
sumed in the manufacture of fertilizer, phosphoric acid, and other phosphate 
materials. The principal production is located in Florida, with smaller quanti- 
ties from Tennessee, Idaho, Wyoming, and Montana. The Minerals Yearbook, 
1950, published by the Bureau of Mines, United States Department of Interior, 
states that production of phosphate rock in the United States during the year 
1950 reached a record high of 11,114,159 long tons, which was 1% million tons 
greater than the previous record achieved in 1948. They also note that supplies 
of phosphate were plentiful and large quantities were added to the stocks in the 
producers hands. Periodically the Department of Interior offers for lease or sale 
land of public domain which is composed of phosphate rock. In view of the 
evidence of ample supplies, we believe that salt should be given equal or greater 
consideration. 

A great deal of emphasis has been placed upon the necessity of exploration 
and development of petroleum reserves. A depletion of 27% percent was 
authorized to promote this development. I wish to point out that thousands 
of tons of salt are used in drilling operations which enables the completion of 
many wells which otherwise would be unproductive. 

Caustic soda, a product manufactured from salt, finds extensive use in drilling 
muds. In the neighborhood of 50,000 tons of hydrochloric acid, which is pro- 
duced from salt, is consumed in the chemical treatment of wells to increase 
their flow. 

While I have covered a few of the thousands of uses, I thought it well to bring 
to your attention the fact that many of the essential products could not be 
utilized without salt and salt products. We are all aware of the basic needs 
of salt in our daily lives, but I wish to stress the importance of the material in 
maintaining and expanding our industry. To keep our country strong and 
improve our economy, we must assure ourselves of adequate supplies of basic 
materials. I ask that you give consideration to our appeal for sufficient deple- 
tion allowances to enable us to conduct adequate exploration for future devel- 
opment, 

EXxuHisit A 


Statistical studies by members of the industry have been carefully made within 
the last 3 years, and from them a projection of the salt consumption through 
1960 has been computed. These figures have proven quite accurate for 1951 and 
1952 and, hence, the projection seems to be a reliable factor. It is indicated that 
the yearly consumption of rock salt will be increased by 1,612,000 tons and 
evaporated salt by 1,248,000 tons by 1960. Since present facilities operate at a 
near capacity rate, this increase would call for 12.5 additional badger units 
(reference to Mr. Peterkin’s statement) and 3.3 mines engineering units (refer- 
ence to Mr. Peterkin’s statement). Assuming price levels for materials and 
lahor remain as at present the 12.5 badger units would cost $60,087,300 and the 
3.3 mines engineering units would cost $14,447,446 or a total of $74,534,746, or 
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roughly $75 million. The estimated tax benefit to the evaporated- and rock-salt 
producers of the association is about $2,100,000 under the present 5-percent de- 
pletion rate. This is inadequate to meet the above requirements, which can only 
be approached by raising the rate of depletion to at least 15 percent. 

During the past 7 or 8 years more than 40 holes have been core-drilled in what 
were considered favorable salt areas, but which proved to be economically un- 
usable. At an average depth of 2,000 feet and a drilling expense of $6 per foot, 
1 estimate that more than $500,000 has been spent by the industry with no return. 

The CuarrMan. Thank you very much for your appearance, Mr. 
Benger. 

Mr. Bencer. Thank you. 

The CuarrMan,. Our next witness is Mr. Leo E. Read of Detroit. 

Will you give your full name and the capacity in which you appear? 


STATEMENT OF LEO E. READ, DETROIT, MICH. 


Mr. Reap. Yes, Mr. Chairman. 

[am Leo E. Read of Detroit, Mich., and as you may know, my home 
State happens to be one of the largest producers of salt. I have been 
employed by the International Salt Co. for the past 29 years and at 
present manage their Detroit operations. For the past 8 years I have 
also been engaged in the exploration of salt deposits in several States 
und Canada for my company. 

I am a witness for the Salt Producers Association in the capacity 
of technical adviser, due to my experience in the exploration and 
development of rock salt deposits. In view of this experience, I feel 
qualified to testify and present sound and reasonable arguments for 
the increase of the present 5 percent depletion allowance on salt to 
at least 23 percent, the present allowance for sulfur. Depletion of 15 
to 23 percent are now granted on some minerals which are not as 
difficult to explore or develop and certainly no more essential to the 
national economy than salt. 

Although the general impression that salt can be found in abun- 
dance in many sections of this country is true, it should be noted that 
the quality and availability for economic production and marketing is 
quite limited. The occurrence of salt has been reported in the States of 
Michigan, New York, Ohio, Louisiana, Kansas, Texas, California, 
Mississippi, Alabama, Utah, Nevada, New Mexico, Oklahoma, Vir- 
ginia, and West Virginia. Many of these areas, however, are too 
remote from market areas to be considered as likely production centers 
even if all other conditions such as quality and availability to produc- 
tion were favorable. 

Proximity to market areas is an all important factor in the pro- 
duction of a low-priced commodity such as salt, when the cost of 
transportation often equals or is greater than the value of the product 
itself. This committee may be interested to learn that ver y few of the 

salt-bearing areas mentioned have salt deposits worth developing 
commercit lly, due to the poor quality of the salt. In most cases the 
salt contains a large percentage of chemical impurities such as cal- 
cium chloride, magnesium, iron, calcium sulfates, and often clay or 
rock, There is no known method of benefication of rock salt. 

Several member companies of this association have core drilled 
at great expense 40 or more holes in what were considered favorable 
salt areas in many States. This exploration work has been going on 

87746—53-—pt. 337 
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for the past 7 or 8 years but during that period no salt deposit yet 
explored in the United States has been found of a quality and char- 
acter suitable for mining. Even though the results of these explor- 
atory programs have been both discouraging and expensive, the work 
must and will continue until new salt resources of good quality and in 
favorable locations can be found. 

The present status of some salt reserves now being operated is 
serious, since they are not inexhaustible and in some instances reserves 
will be depleted in a very few years. Of great importance too is the 
fact that the uses of salt are expanding to such an extent that the 
demand is reaching a point where it has exceeded the production ca- 
pacity of many plants. This greater usage of salt means that new 
plants should be planned and will be built as soon as salt deposits of 
good quality are found in favorable areas. 

The demand for salt is steadily increasing, due to its rapidly ex- 
panding uses in the chemical industry, food processing, highway 
control of snow and ice, and various other important industries. The 
food and chemical industries, particularly, are constantly demanding 
a superior quality salt. Since most existing salt plants have been 
expanded year after year to their economic limits, it is obvious that 
new plants will have to be constructed to meet these increasing de- 
mi: inds for better quality salt and increased production. Therefore, 
the costly search for better quality salt deposits and the added cost of 
constructing new plants to provide increased capacity and closer 
quality control will require greater capital investments per ton of 
production capacity. This should be considered an all important 
factor for need of a 23 percent depletion allowance on salt instead of 
the present 5 percent. 

Another logical reason for giving salt more consideration for the 
23 percent depletion than some less important minerals that now 
enjoy a greater depletion allowance than salt, is the fact that some of 
these favored minerals are in greater abundance and are found on 
or near the surface of the earth, while nearly all salt deposits are 
found at depths of 1,000 to 3,000 feet or more below the surface. This 
makes for the salt industry more expensive exploration and develop- 
ment. 

Deep shafts to recover salt are both expensive to construct and 
maintain, as compared to open pit or quarry type operations. Recent 
contract estimates on mine shafts indicate a cost as high as $900 per 
vertical foot. As most State laws require salt mines to have two 
shafts, this would require a $2,000,000 investment in shafts alone for 
any proposed mine having salt at a depth greater than 1,100 feet. 

The Charman. Pardon me right there. When you speak of these 
two shafts, are you speaking of shafts for the men to go down into 
the mines? 

Mr. Reap. That is quite right. It is the dry mining of rock salt. 

It aa be of some interest to know the Federal Government has, 
since 1941, invested considerable money searching for good salt in 
the State of Nevada to supply the salt needs of the basic magnesium 
plant at Henderson, Nev. The plant is now being operated by a 
private industry but the search continues for salt in Nevada at con- 
siderable expense to the industry that needs it so badly as a basic raw 
material. 
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In closing I respectfully submit one additional reason for your 
consideration in giving salt the same consideration as other important 
minerals. Limestone and clay deposits can generally be obtained for 
mining by payment of royalties of 1 to 2 cents per ton to the property 
owners. Some members of this association are now paying or pro- 
posing to pay salt royalties of 5 cents to 40 cents per ton. 


Exurnit B 
To be more specific and detailed in support of my testimony which had to be 


brief, I believe I am safe in saying that the following listed minerals are not 
as difficult to explore or mine as rock salt. 


Rock asphalt Clays Phosphate 
Barite Diatomaceous earth Tripoli 
Bauxite Fuller’s earth 

Bentonite Limestone 


I would also say that the following minerals are in equal or greater abun- 
dance than good rock salt, particularly as related to the demand for the product. 


Asphalt, rock Clays (some) Limestone 
Barite Diatomaceous earth Phosphate rock 
Bauxite Fuller’s earth Spodumene 
Bentonite Garnet Vermiculite 


It should be emphasized that none of these minerals have the wide diversified 
use or marketable distribution as salt. 

It might be well to elaborate on the impossibility of finding to date some suc- 
cessful beneficiation of rock salt, although every known treatment has been tried, 
such as gravity separation of impurities from salt by electronics, heavy media, 
air flotation magnetic, and all other methods commonly used for other minerals. 

Due to the narrow range of specific gravity between rock salt and its impuri- 
ties and the solubility of rock salt, no known method of separation can be made 
to work econonically. 


NOTES ON SOME MINERALS NOW ON 15-PERCENT DEPLETION 


{Notes from Ladoo and Myer, second edition Nonmetallic Minerals, and Bureau of 
Mines, Minerals Yearbook] 


Asphalt rock (p. 59) 


In United States includes asphalt-impregnated sand, limestone, sandstone: 
Texas, Oklahoma, Alabama, Kentucky, California, Misseuri. Utah, Louisiana, 
Kansas, Arkansas, New Mexico. Texas, 9 to 12 percent; Kentucky, 20- to 60-foot 
deposits, several counties ; Oklahoma, 1 to 13 percent; California, United States 
Geological Survey mapped 282 million tons to a depth of 250 feet—average 11 
percent bitumen. 


United States production and consumption 


1940__. ms ‘ — —_ Bia , oe aed sie _... 458.665 tor 
1950 
Increase bedi 


-----. 1,184,676 tons, 


—_ — — eeen — " ‘ * 15S percent. 


Barite (p. 67) 

Barite is low-price commodity. Arkansas largest producing area. Marion 
County, Ark., reserves estimated at 9 million tons, 

Missouri, Washington County, and central area: Washington County alone 
stated to have 20-million-ton reserves, 

Other States having deposits or producing barite are Georgia, Tennessee, Ne 
vada, California, Arizona, Virginia, North Carolina, Idaho, New Mexico, Wis- 
eonsin, Alabama, Texas, Colorado, Kentucky, Connecticut, and Massachusetts, 


United States production 


1940. ae P al = il ea sf - ia 290,000 tons 
ae 


Sivedéiie heehuentbintbéiihamwied Ghutinlithdickstiicn en 605,414 tons 
Increase 


faible ----.. 78 percent. 
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Bauzite (p. 82) 


Competition with higher-grade foreign ores has reduced United States pro- 
duction. Most United States bauxite used for abrasives. Open pit and under- 
ground mining. 

United States production 


Rae a teas a a a el 6, 333, 000 tons. 
ital Ne nrc dietetic ade ote dae aac lcs cesspool ce _.-. 1, 167, 000 tons. 


Bentonite (p. 93) 


Clay (1) that swells greatly and absorb large quantities of water; (2) those 
which swell when wetted no more than ordinary plastic clays. 

United States occurrence: Wyoming anid South Dakota area. Beds up to 8 
or 4 feet thick under few feet of loose overburden, which is removed by scraper. 
Eight series of deposits reported in Wyoming with 22 outcrops. 

Also found in California, Mississippi, Texas, Arizona, Montana, Utah, Colo- 
rado, Nevada, and Oklahoma. 








United States production sold or used 






a A sali aac as 251, 032 tons. 
a a ac siaaiuciegcaiteiceniasapiscuamimainaiett 3, S33 tons. 
Increase a i Bae a cs ee 


Many uses: Oil well drilling mud, bond for molding sands, absorbent for 
bleaching oils. 
Beryl (p. 102) 

Beryl found in pegmatites, the coarse crystallized equivalent of granite. Fairly 
rare occurrence. 

Production in United States a byprodnct of the mining of mica, feldspar, and 
lithium ores. Restricted largely to South Dakota. 


Beryllium ore shipped from United States mines 


1940 a . ai wa minbidebilacatl Cae. ORS, 
1950 7 = 5 ae ‘a ae _. 59 tons. 
ICT ORDO gicnintensinittes , eiceaban bien .__ 362 percent. 


Borax (p. 107) 

Largest and most important borate deposits in the world, Kramer district, 
Kern County, Calif.; Searles Lake, Calif., for potash borax and sodium salts. 
Death Valley, Calif., produces 90 percent of world’s borate minerals. 


United States production 


le eect adie mainte ieee a canines aianiincaaiabiiness Ee 
1950 aie & ieectaeiins-tibamte tie gsahdlaiads eee a RR 
i. eee Z ani i chitnessaimninamin pen a. 


Clays (p. 141) 
All clay production down 7 percent in 1949. 


Ball clay United States production 


1940__- ee te ae Ses are gS ae . 140,707 tons. 
1950 a . — i ~ ete : . 824,314 tons. 
Increase. iieiahhicadeehatianiii casein canned catenins <aabebadeiey« Se Hae 


1940__- ore rie adanadien ithe adds cede. GRA cone, 
1950 i dmehtt tid dade ah ae. Be he ee 1, 750,850 tons. 
Paerhene. ki eed ied de sialic recs cae chn es 


Low-grade clays are exceedingly abundant and widespread. Suitable clays for 
higher-grade products are less common and less widely distributed. 
Diatomaceous earth (p. 185) 

Trade names Sil-O-Cel, Filter-Cel. Occurrence, Santa Barbara County, Calif. ; 
largest deposits worked. 
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Largest deposits in world in California. Beds here have a known minimum 
thickness of 700 feet and cover several square miles. 

Other doposits near San Pedro, Los Angeles County, Calif., being worked. De- 
posits known to exist in several other counties in California. Also occurs in 
Washington, Oregon, and Nevada. 

Eastern States have many deposits but are not commercially satisfactory be- 
eause they lack high percent of diatoms and are contaminated with fine silt and 
organie matter. Deposit known in all Atlantic Seaboard States from Maine to 
Florida. 


United States production average yearly 


1930-32__- fi. - GMa 82.758 tons. | 1939-41 120,167 tons 
1933-35____- ; 81,447 tons. | 1942—44___________ _ 174,957 tons. 
1936-38. _.__.._. 98,215 tons. | 1945-47 _ 213,588 tons. 


Uses: Filters for liquids, heat, sound insulation, admixture in concrete, chem- 
icals, ceramics, bleaching agents. 
Feldspar (p. 205) 

Pure feldspar scarce ; found commercially in pegmatite dikes. Occurs in South 
Dakota, Colorado, Wyoming, Maine, Texas, and Virginia. Eastern deposits 
depleted. 

Sources of feldspar are sufficiently abundant so that economics more than any 
other factor determines success or failure of venture, 


United States, sold or uscd 


1940 : ar - ; SNe a 
oo ee ee a eine “ awwnnn S0t, Goo tong 
Increase , : i cciaiei _ a . 40 percent. 


Used mostly in manufacture of glass and pottery. 
Graphite (flake) (p. 250) 

Flake from alterations of carbonaceous matter in Alabama and Pennsylvania. 

Graphite is very widely distributed in at least 14 countries. Most valuable 
type is flake. Many plants produced crucible flake graphite during war. One 
plant in Alabama and one at Burnet, Tex., continue production. 

Fluorspar (p. 220) 

Scarce mineral. Known world reserves are not adequate to supply growing 

needs for a long term. 

United States production 
i ile neh cati aie teeta iodides : cebucas 233, 600 tons. 
a detec ncxeesaceved dinountescetatcnacusiihientnas a ee 

NG 55. sos eccienines ameicaalateta a ad alaaeatlienaainess spatiale a 
Fuller’s earth (p. 234) 

An absorbent clay, widely distributed. United States largest producer and 
user. ‘Texas, Illinois, Georgia, and Florida. Georgia and Florida, practically 
unlimited quantities of active clays in beds 15-20 feet thick occur in the Twiggs; 
formation in Twiggs, Wilkinson, Washington, and Burke Counties, Georgia, 
Ladoo and Myers. 

Illinois, 60-foot bed of Porters Creek, Olmstead, Pulaski County, Il. 

Thin overburden 12-14 in Florida. 


United States production 
1940_____ aes mane 5 waaeaoens tat .._... 146, 500 tons, 


RS ale te as eis a acca 

OD in chiiciininataleanitiaemmcsisicn anita LLL 
Garnet (p. 242) 

Few deposits of garnet of commercial importance have been developed or 
even reported upon, due probably more to the small demand than to scarcity 
of deposits. Aside from its use as an abrasive, which is not large, garnet has 
been valuable only as a semiprecious gem stone and as jewels for cheap 
watches. 

Only two types of garnet have been found in the United States of value for 
abrasive purposes, They are alamandite and rhodolite. 

Reported sources: New York, New Hampshire, North Carolina, Pennsylvania, 
Connecticut, Idaho, Georgia, and Virginia. 
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Abrasive garnet sold or used in the United States 


UD icc enn ap i deh Sail canta Sree sab 4, 716 tons. 
OD dead stein a ea) nientientibincwct atin wilted 9,304 tons. 
ROTI ii clas ict eh et ei ei lL estos Stiinta 97 percent. 


Gilsonite (p. 61) 

Found only in United States in a belt in Uinta Basin about 65 miles long, 
extending from Rio Blanco County, Colo., into Uinta County, Utah. Veins vary 
from few inches to 18 to 20 feet thick and in length over 30 miles. Extend toa 
depth of 900 feet in places. Mined by modern underground mining methods, 

Largest use is in moulding trade for maknig battery boxes and electrical 
accessories, also for asphalt tile, paint, varnishes, cable insulution. 


Production in the United States 


a Sa ae ee ae i 
Nil aiicuicks acpitioasgenarhicipniadaaenen sie engieraton pesahek lence paubelbaiigrdeaidaqsaecisiecemgacenseteienat SE 
Increase____-.-_-- ; i snsatcla high ates ade amanbaaesh 107 percent. 


Sales dropped slightly in 1949. 
Lepidolite (p. 289) 


Type of mica, lithium ore, found in pegmatite ores near Pala, Calif.; Dixon, 
N. Mex. ; Keystone, S. Dak. ; Canon City, Colo. 


Limestone 
United States Minerals Yearbook: 


| Used tons 


1918 1949 
( 
Alkali works. _- initeictiniais theca .---| 7,39, 510 | 6, 022, 240 
Caleium carbide é oe 1 089 | 652, 950 
Metalurgical: Fluxi ; | 34,901 940 | 30, 338, 300 


Mica (p. 314) 

The commercial micas are complex silicates of alum and potassium. Occur- 
grades, various use. Important deposits of high-grade mica are rare. 
if low grade are common. 

United States now important producer: North Carolina, New Hampshire, South 
Dakota, Georgia, Virginia, New Mexico, Alabama, South Carolina, Idaho, and 
Connecticut. 


rence three 


Deposits ¢ 


United States consumption, ground 


a stan te tales Ghapiesiabeataneadedamiie endemic 22,557 tons. 
a a a a ee Se 
8 aati ell AL ea ci Ret Rem te te CRE AIR Ae eo RC A ET 209 percent. 


Uses: Electrical insulation. 

(Nore.—Our dependence on natural mica will not again be so complete as it was 
at the start of the last war, due to synthetic mica.) 
Phosphate rock (p. 379) 

United States largest producer in world with largest known reserves. Found in 
18 States. Estimated reserves, United States, 13,290,860 tons. 


Mined in the United States 


1940_ Le TES OLE PRE OT ENT EL ION ee OE I en RR OM 4,068,077 tons. 
1950__- seccrins desilck sci cel cea ceca as ie eeenaec deb tae aaa mshi oda dai ha cdc 10,254,000 tons. 
Serene a. JSS. 8 westside eustbhesas ccaee as epenimacatareimebtnd een 152 percent. 


Florida is leading producer due to large tonnages of easily recoverable material 
and geographical location. One deposit near Tampa 60 miles long and 30 miles 
wide. 

In most Eastern States, found at shallow depths. 

Found in Florida, Tennessee, South Carolina, Kentucky, Arkansas, Montana, 
Idaho, Utah, Wyoming. Tonnage available known to be large. 
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Uses: Source of fluorine, water-softener compounds, chemical use, phosphoric 
acid, fertilizers. 

B. P. L. means bone phosphate of lime. 
Potash (p. 395) 

Sources: Salt lakes, searlesite kelp, seaweed, wood ashes. 

Germany, large foreign source. 

Carlsbad, N. Mex., pertmian bed. 

New Mexico and Texas: Flotation method for separation of potash and sodium 
chloride. 

Dow produce some at Midland. 

K.,0 potassium oxide. 

Reserves, United States 


7 i = 106,963,000 tons. 
73,000,000 tons. 


( re SS 


oe © | ae 


United States production 


| 





Potassium salts Equivalent K:0 
1944 ‘ ienciiogs . sitideneitie | 1,431,932 tons 757,103 tons, 
1916 nn 1,531,079 tons 845,321 tons, 


‘ 
About 90 percent of the potash produced in the United States is used for 
fertilizer. 


Quartzite (p. 422) 


No data available; possibly quartz crystal for radio use. 


United States production 


1940 . > “ —— . ™ 31,865 tons 
1950 ae ee 160.508 tons. 
Increase i ~ _._... 404 percent. 


Spodumene (p. 288) 


A lithium mineral found in Alexander County, N. C., also Pala, Calif., usually 
in pegmatite dikes with quartz feldspar garnet. 

The most important locality is the Etta Mine, Keystone, S. Dak. Large crys- 
tals, 6 feet thick, 14 feet long, are found in abundance, Several open cuts or pits 
for removal by quarrying methods. 

l’otential reserve in North Carolina in excess of 1 million tons of mineral. 
rhe limited markets for lithium compounds has not encouraged the development 
of mining and milling to large North Carolina deposits. 

6.51 percent lithium oxide content. 

Uses: Air conditioning for removal humidity, bearing metals, white chinaware, 
miscellaneous uses in new compounds, 





United Statcs shipment of lithium ores and compounds 


Lithium ores and compounds LinO 





1939 average ; 1,327 tons sana 88 tons 
1918 average P ichtide dubenenhtEwhons | 3,191 tons ‘ 246 tons. 


Tale (steatite) (p. 5381) 

Tale is a hydroces magnesium silicate. 

United States production has doubled in 20 years, over 50 percent of world 
output : New York, California, Vermont, Georgia, Washington, Nevada, Montana, 
New Mexico, North Carolina, Alabama, Texas. Produced mostly by underground 
mining methods. 

Uses: Paints, rubber, roofing, ceramics, insecticides, paper, toilet preparations, 
foundry facings. 
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United States production 


1940 ae iecemeeemaeens aa an ce 
ee ee ee ee ee ee Sec eecatel __-. 620, 750 tons. 
INN denss orconpthates ancabecicacisoasa odoin ‘i pligab eck Rsbebeans se eentitesetecnale 120 percent. 


Above figures include taic, pyrophyllite, and ground soapstone. 


Thenardite, United Statcs production 


SR rte ee rare ee re i leet eee eee ...-- 187, 233 tons. 
1950 a TC a his neuileida wakes eee! ep 
Decrease____- iar Resditdiionip tbiiliiaiamaandannaieiagibis tiene etlneneacien a caciieemnad . 0.3 percent. 


Thorianite 


No data. 


Tripoli (rottenstone) (p. 561) 

Abrasive. A form of soft silica (SiO.), soft; Missouri, Oklahoma, Illinois, and 
Tennessee. In Oklahoma in area not over 100 square miles. Horizontal bed, less 
than 12 foot overburden. Bed range, 2 to 14 feet thick. 


United States sale or use 
1940 Sa a a nee mime. ey eae One, 


1950 aapieuann saeco tne ccebe hd dies ele esha denitadseie dll eaoieaiehissidapantadesaa tae ~aawe 43, (20 tons. 
Increase__.____- sia aplaiai ‘ eased Baas 44 percent. 


1940 Sal : eee : * . 124, 743 tons. 
1950__- ak a ienoeniieaaietins a 351, O75 tons. 
a a 181 percent. 


Vermiculite (p. 574) 

Hydrous micas. Near Libby, Mont., formation as a dike 100 feet wide on 2 miles 
long of unknown depth. 

Other producing States; North Carolina, South Carolina, Wyoming, Colorado, 
Texas, Nevada, Arizona, California, Georgia, Utah, Pennsylvania, Maryland, 
Massachusetts, and Oregon. 

Used for insulation light-weight aggregates. 


United States production 


ete eel ne aielne ook ee Licipcsted cps Mi tanatlesls ashe ade dbl teiatnaoebee 22,299 tons. 
BD ia cinaaiies ee ee i a a ll el a 
NI a ceicicninmentermn sissies iinet tae diskette dtbias hincsiaiagh aiid Weed 


Salt (rock and evaporated) (p. 440) 


United States production 





















ae ee a ae - 
1940 (tons) | 1950 (tons) | Percent 

ee - ee, | aes 
A a Se ase | 2.782.741] 3,329. 288 +19 
eecsvesticccs cold rotens loka teantecoeeeamedeed | 2.265.548) 3, 927, 267 +73 
TE meds i oe | 5,048,289 | 7, 256. 555 | +43 














GENERAL REVENUE REVISION 2059 


1949 classes and uses of rock and evaporated salt 








Evaporated Rock | Total 

Tons Tons Tons 
Clorines . s 366, 972 681, 408 | 1, 048, 380 
Other chemicals | 162, 909 | 11.046 | 673, 955 
Undistributed .. : 595, 989 372, 871 | 968, 860 
ivestock 551, 954 772, 541 
lable and household 496, 739 627, 780 
Meat packing 3.9, 834 709, 115 
Highway, railroad ice control 7, 804 412, 438 
Water treatment ‘ 229, 114 491, 378 
rextile process ee 25 109. 374 
Hides and leather a | 76, 378 214, 340 
Fish curing | 12, 405 25, 604 
Butter, dairy products ad 64, 68 5, 305 69, 990 
Canning and preserving... 109, 584 14, 587 124,171 
essing 195, 403 20, £36 215, 639 
19, 598 146, 871 | 166, 469 
20, 317 2 30 49, 347 
] 51 34 72, 98 
Total ‘ ; : g 3, 284, 361 | 3, 468, 005 6, 752, 366 


The Cuarmman. Are there any questions ? 

Thank you very much. 

I would like to inquire, does most of the salt come out of mines 
where you put in shafts, or from evaporation ¢ 

Mr. Reap. At the present time, I believe the shaft mines are pro- 
ducing slightly more than the evaporating plants. 

The CnHairman. And the comparative costs ? 

Mr. Reap. Frankly, I cannot answer that. I know very little about 
the evaporating plants. I ama mining man. 

The Cuamrman. Thank you very much for your appearance. 

The next witness is Mr. A. B. Wilson of the Northwest Magnesite 
Corp., Pittsburgh, Pa. 

We are glad to have you, Mr. Wilson. 


STATEMENT OF A. BRENT WILSON, ASSISTANT TO PRESIDENT 
AND DIRECTOR OF NORTHWEST MAGNESITE CORP., PITTSBURGH, 
PA. 


Mr. Witson. My name is A. Brent Wilson. I am assistant to the 
president and a director of Northwest Magnesite Corp., Pittsburgh, 
Pa. This statement is submitted to the Committee on Ways and 
Means of the House of Representatives, on behalf of my company, 
which mines magnesite at Chewelah, Wash. 

The Congress in Public Law 183, 82d Congress, 1st session, en- 
acted the Revenue Act of 1951 amending section 114 (b) 4 (A) of 
the Internal Revenue Code to include “magnesite” among the min- 
erals entitled to percentage depletion allowance. 


DEFINITION 


Magnesite is a naturally occurring mineral, consisting of magne- 
sium oxide (MgO) combined with carbon dioxide (CO,), in a ratio 
by weight of 47.6 percent MgO and 52.4 percent CO.. Crude mineral 
magnesite is of value only for its magnesium oxide content. The 








2060 GENERAL REVENUE REVISION 


term “magnesite” is used also as a designation for processed magnesite, 
such as dead-burned magnesite. 


INDUSTRIAL USES 


The main use for dead-burned magnesite js in the construction and 
mail! tonan ce of high-temperature furnaces used in the production of 
open-hearth steel, electric steel, ferroalloys, copper, nickel, other non- 
ferrous metals, portland cement, and glass. he open-hearth steel 
furnaces, which produce nearly 90 percent of all the steel made in 
the United States, are the largest consumers of magnesite. 


MAGNESITE—A NATIONAL DEFENSE NECESSITY 


Prior to World War I the steel industry relied upon foreign sources 
of magnesite. The magnesite industry in the a States was born 
as a result of World War I and developed as a military necessity 
because the supply of magnesite from Sarena was shut off. When 
World War I ended, imports of magnesite from Europe were resumed. 
As a re sult the infant magnesite industry, established in America as 
a military necessity, closed down. It could not compete. 

A tariff on magnesite was enacted by Congress jn 1922, and the 
domestic industry resumed operations in competition with foreign 
magnesite. Upon the outbreak of World War II shipme nts of foreign 
magnesite were again shut off. Neverthe ae the domestic magnesite 
industry was capable of supplying the increased demands of industry 
throughout the war. 

THE MAGNESITE INDUSTRY 


The only deposits of magnesite in the United States of present com- 
mercial importance are located in the States of Nevada and Wash- 
ington. 

Magnesite is an extremely hard rock, blocky in nature and erystal- 
line in appearance. The deposits occur in lens-shaped bodies, with no 
continuity between the deposits. Natural magnesite contains small 
quantities of silica, lime, x ier 1, and iron oxide as impurities. 

The various steps in the mining operations, all performed at the 
mine, consist of stripping, open-cut mining, crushing, concentration, 
and burning to drive off the carbon dioxide and convert the crude ma- 
terial ito 2 marketable product. The only product shipped from our 
Chewelah mine is eninddtad oxide in granular form, known com- 
merically as dead-burned magnesite. It 1s principally used as a raw 
material for the manufacture of basic refractory brick and to form 
hearths of furnaces, especially open-hearth steel furnaces. 


RESERVES OF CRUDE MAGNESITE 


Crude magnesite is an exhaustible raw material. The reserves have 
been drawn upon heavily to supply the requirements of steel and other 
industries, particularly in time of war. The reserves of magnesite were 
in adequi ite for the enlarged requirements of World .War TI, and the 
industry was forced to turn to the treatment of sea water with lime 
or dolomite to produce synthetic magnesite. This provided the in- 
creased production necessary and conserved reserves of natural 
eaianine. 
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Our known deposits of magnesite are located in extremely moun- 
tainous terraia and are covered by earth and rock overburden. These 
deposits are Giscovered from surface outcrops of the mineral. How- 
ever, these surface indications afford no evidence of the extent or 
quality of the deposit. This must be ascertained by extensive test 
drillings conducted at high cost. Additional deposits in existing fields 
in Nevada and W ushington and new fields in other States can only be 
discovered by long-range exploration programs. Such exploration 
will be continued and encouraged by allowance of percentage depletion 
to the industry. 

CONCLUSION 


Known reserves of magnesite are limited and new deposits must 
be found. Steel production in peace and in war is wholly dependet it 
upon an —or supply of magnesite. Percentage de pletion has 
been allowed by Congress to encourage the developm nt of mineral 


resources in the interest of the national economy. Allowance of per- 
centage depletion to magnesite, aS a scarce ml ral essential to the 
national defense, conforms to this basie od y of Cc ongr 

The Cuarmman. Mr. W fa we appreciat » your appearance. 


l notice on page 3 of your fine statement we say: 

Our known deposits of magnesite are located in extremely mountainous ter 
rain and are covered by earth and rock overburden. These deposits are dis- 
eovered from surface outcrops of the mineral. However, these surface indica- 
tions afford no evidence of the extent or quality of the deposit. This must be 
ascertained by extensive drillings conduced at high cost. 

I assume then it is expensive to move the necessary peters. ma- 
chinery to the outcropping you find in these mountainous section 

Mr. Ww ILSON. It is, sir. 

The Carman. Are there any questions ¢ 

We th: ank you very much. 

The next witness is Mr. Edward Rembert, vice president and direc- 
tor, United States Gysum Co., accompanied by Jess Halstead, counsel, 
Gypsum Association, Chicago. 


STATEMENT OF EDWARD REMBERT, VICE PRESIDENT AND DIREC- 
TOR, UNITED STATES GYPSUM CO., AND APPEARING ON BEHALF 
OF THE GYPSUM ASSOCIATION 


Mr. Rempert. We have prepared a rather lengthy report on our 
case, copies of which have been given to the clerk of the committee for 
the record. 

I have a short condensation of that report, which I would ap- 
preciate reading. 

The Cuatrrman. Without objection, and we will include the report 
in the record. I hear no objection, and it is so ordered. 

(The report referred to follows:) 


Tue GypsuM INDuUSTRY’S CASE FOR PERCENTAGE DEPLETION 


Gypsum is the only commercially important industrial (nonmetallic) mineral 
which is not accorded percentage depletion under section 114 of the Revenue Act. 
Others are depleted at percentages from 5 percent to 15 percent of the gross 
income. 

From the standpoint of the availability of gypsum, the importance of it to 
the national defense and civil economy, and a comparison with other minerals 
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accorded percentage depletion, gypsum most deservedly should also be depleted 
on a percentage of gross income. 

Section 114 of the Revenue Act should be amended so that persons mining or 
quarrying gypsum are entitled to depletion at 15 percent of gross income. 


A. NATURE OF THE MINERAL 


Gypsum has unique qualities and characteristics which make it particularly 
useful for many defense and civilian purposes. 

Gypsum (CuSO, 2H:.0) has important economic value because: 

1. Of its sulfur and calcium content it contains 18.6 percent of sulfur and 
23.3 percent of calcium ; 

2. Of its unique property of giving up three-quarters of the chemically com- 
bined water on application of moderate heat (260° F.) and the ability when cool 
and made plastic by mixture with water to be spread, cast or molded to any 
desired surface or form, and finally to return to a rock state by setting and 
drying in the desired form: and 

5. Of the fact that it will not transmit heat above 212° F. until the chemically 
combined water is driven off by calcining, which takes so long that it is an 
important fireproofing material. 


B. DEFENSE AND CIVILIAN USES OF GYPSUM 


Gypsum when used either in natural form or as an ingredient in the manu- 


facture of many products is of great importance to the national defense and 


the civil economy. 








arly in World War II the War Manpower Commission certified the mining 
and processing of gypsum essential to the war 

Some of its more important uses are: 

1. Portland cement.—Gypsum, because of its SO; content, is used in the mann- 
facture of portland cement to retard the sett time. Gypsum producers provide 
the portland cement manufacturers with graded gypsum—in the form of a stone, 
t » inch in size to 14 inch—which can be fed uniformly into the clinker 
before grinding. Over 1,800,000 tons of gypsum were used in the manufacture 

f portland cement in 1951 
2. Build ry materia for wall and ceiling construction.—Gypsum is the prin- 
redient in the manufacture of gypsum wallboards, sheathing, lath, tile, 
and wall plaster, all of which, partienlarly gypsum lath and wallboard. were 
used in huge quntities during both world wars in cantonments and defense 
housing Both gy] m lath and gypsum wallhoards were on the critical list 
throughout the entire period of World War II. Gypsum wallboard is still in 
short supply in some parts of the country today. 
5 proofing.—Gypsum has long been used to fire protect strnetural 


steel because it is the most effective of all commercial products used for that 
purpose, and because it is lightweight, thereby redncing the amount of steel 
required for the dead load. The industry has recently completed research 
and fire test data for the use of gynsum in combination with lightweight 
aggregates whereby the dead load weight of the fireproofing is further reduced 
by as much as 40 percent Buildings designed for this type of fire protection 
use considerably less structural steel than conventional designs, the saving 
often amounting to as much as 40 percent. 

4. Roof decks.—Gypspm roof decks and floor slabs consisting of either pre- 

east metal-hound gypsum roof plank or poured-in-place gypsum roof decks are 
used extensively in roof construction of Government storage warehouses. schools, 
industrial buildings, public garages and other types of buildings. The excel- 
lent fireproofing qualities of gypsum have given rise to widespread use of this 
kind of roof construction. 
5. Inert loading of artillery shells.—A substantial tonnage of a specific form 
of calcined gypsum is being used for inert loading of artillerv shells and hombs 
by ordnance plants under jurisdiction of the armed services. This use is 
essential to national defense since it conserves supplies of costly explosives 
and reduces the hazards of practice bombing and practice artillery fire. Cer- 
tain phvsieal characteristics of this calcined gypsum make it highly adaptable 
for inert loading of these dummy projectiles which have the ballistic equivalents 
of live ammunition 

6. Insecticides.—Gypsum is used in the manufacture of insecticides for control 
of plant pests in agriculture. Although the tonnage used for this purpose is 
relatively small, this use of gypsum is important to the civilian economy. 
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7. Molds for ceramic products.—Molds for the production of dinnerware, pot- 
tery articles and other ceramic products are made from calcined gypsum, 
The molding process depends upon the excellent absorptive characteristics 
of molds made of gypsum and the ease with which the water absorption can 
be controlled. 

8. Orthopedic bandages and casts.—Gypsum is the principal ingredient in the 
making of orthopedic bandages and casts. A large manufacturer of surgical 
supplies has recently said that it would be necessary to stockpile large quantities 
of orthopedic bandages if and when atomic bombing seems imminent. 

9. Metal castings. —Calcined gypsum is used in increasing quantities for making 
molds for the manufacture of accurate nonferrous metal castings 
parts, tank and automobile transmissions and other metal parts. 

10. Patterns and models.—Calcined gypsum is the principal ingredient in mak- 

xy patterns and full scale models used in the development and production of 
virtually every military and commercial aircraft that bas been built in the last 
15 years. Stamping and forming dies for the B intercontinental bomber, the 
F-86 Sabre jet fighter, the super-constellation, and the DC-6 were cast from 
patterns and models made from gypsum. Gypsum is again used as a cast around 
the contour of the fuselage or model for the purpose of accurately forming 
stainping dies to form the exterior metallic membrane of the fuselage Steel 
automotive body dies are also machined from Keller patterns made from gypsum 
Gypsu is used directly and indirectly during the fabrication of foundry patterns, 
core boxes, and match plates. 


of machine 


the 


11. Fillers.—Gypsum, selected for its whiteness and purity and finely ground 
and air separated, is used for many filler purposes such as fillers for paper and 
certain textiles 

12. Agricultural uses.—Finely ground uncalcined gypsum, when used as a 
amendment, improves soil structure and tilth. It is also widely used for a 
correction of excess alkali in soils since it displaces harmful alkali compounds 
and improves pore structure. It is a source of both sulfur and calcium, and 
is frequently used to correct the deficiency of either of these essential elements, 
More than 670,000 tons of agriculaural gypsum were used in 1951. 

13. Dental plasters.—Caleined gypsum is the principal ingredient in the mak- 
ing of dental models and investme nt anaes which permit the use of accurate 
casting of smeoth dentures and inlays. It is used as an impression plaster for 
reproduction of accurate replacement of teeth and plastic surgery. 

14. Plate glass and other polishing matcrials.—Calcined gypsum is used to 
hold glass during polishing and similarly used to hold optical lenses during pol 
ishing and engraving. 


soil 








Gypsum and its closely associated cousin, anhydrite, have an important poten 
tin] use bovh in the national defense and civil economy in the manufacture of 
sulfuric acid. Gypsum is CaSO, 2H.O. Anhydrite is CaSO,—no water. Al- 
though not yet utilized in the United States for this purpose, anhydrite gypsum 
was used extensively in Germany, France, and Eng'and during War II and is 
currently being used in those countries for the manufacture of sulfuric acid 
because of the lack of sulfur and limited pyrites deposits 

The uses of gypsum in crude form and as an ingredient are so numerous, unique 
and important that a scarcity of this mineral could materially retard the national 
defense in time of war and affect the civil economy in time of peace. 


C. AVAILABILITY OF GYPSUM 


The annual production of gypsum in the United States has increased over 12 
times (1200 percent) in the 51 years since 1900. The Bureau of Mines statistics 
show the following annual production in the United States for 5-year periods: 





1900 a a aa CE, Ge) BG ice dds be! 2 -SS 
NE at ae . 1,043, 202 | Oa i .. 1,908, 880 
1910 a a lt Dadi ae 2, 379, O57 | . cS 3,699 015 
1915 ascites Titi dinienitiin ae 611 | 4 _ Or: 

a ata 3, 129, 142 | 1950 kabthidib edb Gila ciees, Shu 8, 192, 
1925 : oseaietttiesdihendeaannlitias -. 5,678, 302) 1951 
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In addition to the gypsum produced in this country 
8,000,000 tons were imported from Canada and Mexico, 
11,500,000 tons of gypsum consumed. 


With the uses of gypsum in the manufacture of various products increasing 


rapidly, it is probable that the annual requirements for gypsum will reach 15 tu 


20 million tons in the foreseeable future. 


in 1951, approximately 
making a total of over 
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The known deposits of gypsum in some parts of the country are reaching the 
point of exhaustion in the foreseeable future. Other deposits will require costly 
beneficiation if they are to continue to be operated. Gypsum operators through 
the years have first taken the purest gypsum and the easiest of extraction and 
then the next lower grade, auzmenting their equipment to handle it usually with 
increased production cost. As a result, many gypsum areas are approaching the 
time when to continne operation it will become necessary, because of low purity 
of the mineral, to change the method of extraction, install equipment to upgrade 
the ore, and recover the usable gypsum with a minimum of wuste. The alter- 
native is abandonment 

The commercial gypsum deposits of this country are not inexhaustible. Since 
1900 many deposits and mines and quarries have been abandoned either because 
the mineral bas been exhausted or it became no longer possible to operate 
economically or because of water and other extraction conditions that make 

ny ic: A survey made several years ago disclosed that during 
the preceding 50 years, 157 gypsum operations had been constructed. But at 
the end of that period only 52 of these properties were still in operation. The 
rest (66 percent) hud been abandoned. 

The following is a list of a jew of the deposits and some of the mines and 
quarries which have been abandoned: 


Location and reason for abandonment 


A n, Nev. (United States Gypsum Co.): High cost of mining the remaining 

Eldorado, Okla. (United States Gypsum Co.): The decline for the demand for 
gypsite plaster 

Oakiield. N. Y. (Niagara Gypsum Co.) : Mine exhausted. Retired from business. 

Pic nt, S. Dak. (United States Gypsum Co.) : Exhaustion of the quarry at the 
mill site. 

Onaktield, N. Y. (Oakfield Gypsum Co.) : Uneconomic to continue to mine. 

Hockley, Tex. (Gulf Gypsum Co,) : Difficulties of mining the deposit could not be 
overcome economically, primarily water and low quality. 

Grand Rapids, Micn. (United States Gypsum Co.): Uueconomic to continue 
oper { 7 

Mound House, Nev. (Standard Gypsum Co.) : Deposit exhausted. 

I 1 City, S. Dal Dakota Vlaster Co.) (Black Hills Rock Products Co.) : 


Deposit exhausted 


Gypsum, Ohio (Certain-teed Products Co.) : Uneconomie to continue mining. 
Hanover, Mont. (Ideal Cement Co.) : Mine exhausted. 
North Holston, Va. (National Gypsum Co.) : Mine flooded. 


t¢ 
\kron, N. Y. (National Gypsum Co.) : Mine exhausted. 
ort Clinton, Ohio (Old National Co. mine) : Mine flooded. 
Ludwig, Nev. (Standard Gypsum Co.) : Deposit exhausted. 
Mason, Nev. (Regan Bros.) : Deposit exhausted, 
Centerville, lown (United States Gypsum Co.) : Uneconomic to mine—vein of 
gypsum too thin 
Riceville, Mont. (United States Gypsum Co.) : Mine exhausted. 
Okarche, Okla. (United States Gypsum Co.) : Quality too poor. 

The presently kuown deposits of gypsum which can be commercially operated 
are actually few in number. The deposits now being worked are located in only 
13 of the 48 States. Many of them have been worked for 100 years or more. 
Some face exhaustion in the foreseeable future. Some will have to be aban- 
doned or expensive beneficiation machinery will have to be installed in the near 
future. The situation is this: 


East of the Mississippi River 

There are only 5 known commercial gypsum deposits east of the Mississippi 
River. Ali of them have been worked for many years. They are of great 
importance to the economy of the country because of their location close to 
large centers of population and extensive manufacturing operations. Continual 
exploration for more gypsum is necessary at all of them. New methods of 
extraction and beneliciation will have to be developed to obtain maximum re- 
covery of the mineral from these deposits which are now limited in the tonnage 
available because of long years of productivity. These five deposits are as 
follows: 

1. Western New York deposit.—This deposit, lying east of Buffalo and west 
of Rochester, has been mined since 1808. Five companies now operate mines 
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in this deposit. The best seam of gypsum is only 3 to 4 feet in thickness and 
underground mining is required under great difficulty because of water and 
poor roof conditiens, Several mines in this area have already become exhausted 
and have been abandoned. There is a limited quantity of high-grade gypsum 
now remaining in this region. This deposit will be exhausted in the foreseeable 
future, after which other veins of low purity requiring expensive beneficiation 
will be all there is left. 

2. Virginia deposit.—This deposit is located near Saltville, Va., and has been 
perated since about 1866. The deposit is found in a narrow, deep fault about 
16 miles long in the valley of the north fork of the Holston River. In mining 
there is a water problem which is a constant threat to the continued operation 

this deposit. One operation was abandoned in 1936 because the water condi- 
tions could not be overcome. Salt is associated with some of the gypsum. Salt 
is not compatible with gypsum. ‘he gypsum in this deposit is found in a broken 
seam, and continuous exploration is necessary to find sufficient gypsum to supply 
the single plant operating in this area. Further large-scale exploration in this 
region is particularly expensive and the risk of failure great. 

3. Ohio deposit.—This deposit is located near Port Clinton and is now being 
operated by two companies. It has been operated since about 1860. Three com- 
panies have already abandoned mines in this area because of exhaustion of the 
mineral. The remaining mineral is of such low quality (as low as 638 percent) 
that mining methods must be changed and beneficiation on a large scale will be 
necessary in the near future in order to keep these mines in operation. 

4. Grand Rapids, Mich., deposit.—A gypsum deposit near Grand Kapids, Mich., 
has been mined since 1841, It has been mined by 8 separate companies with 8 

dividual processing plants. All but two companies abundoned their operations, 
Exhaustion of this deposit is foreseeable. 

db. Novihern Michigan deposit Chis deposit is located north of Bay City and 
has been operated since about 1867, It is operated by 2 companies, 1 of which 
hips the mineral to plants in Detroit and East Chicago, and the other operates 
a gypsum plant for the manufacture of various gypsum products. This deposit 
lies at various depths up to 8O feet or more under the surface and involves ex- 
tremely heavy stripping. 

These five gypsum deposits are the only known deposits east of the Mississippi 
River which can be commercially exploited. All of them are old and have been 
extensively mined for many years. They are not adequate to supply the require- 
nts for gypsum in the eastern part of the country. In 1951 over 6 million tons 
gypsum were used east of the Mississippi River, and but for the importation 
of over 3 million tons from Nova Scotia, the entire eustern part of the United 
States would have been short of gypsum. During War II the lack of vessels 
Oo carry gypsum from Nova Scotia to the eastern seacoast of the United 
States resulted in the closing of several plants for a substantial period of time 
and the curtailment of operations at all other eastern seacoast gypsum plants. 

There is de‘nitely a shortage of known gypsum deposits east of the M’ssissinpi 
River, and further exploration is necessary to extend the five known deposits. 


Central States—acest of Mississippi 


There is only one known deposit of gypsum in the Central States west of 
the Mississippi River, which is: 

Fort Dodge, Towa, deposit—This deposit has been operated since 1872 and is 
presently operated by five companies. The companies operating in this deposit 
have had difficulty in finding additional gypsvm in that area. Some mines in 
this deposit will be exhausted in the relatively near future and the entire Fort 
Dodge deposit must be considered as exhaustible in the foreseeable future. 

Pacifie Coast States 

The States of California, Oregon, and Washington are much like the eastern 
seacoast States. There are no known economic deposits near the coastal cities. 

he only known deposits in California near the coastal cities are small low- 
grade deposits which are only useful for fertilizer for the central valley of Cali- 
fornia. A gypsum plant near San Francisco and one near Los Angeles obtain 
heir crude gypsum from San Marcos Island, Mexico, in the Gulf of California. 
\ deposit at Huntington, Oreg., on the Snake River was abandoned many years 
ago because the quality was low grade, and its operation uneconomic. The only 
deposits now being operated in these States are at Midland and Plaster City, 
Calif. The Midland deposit requires constant exploration for additional mineral 
because the deposit is extensively folded, faulted, thickened, and thinned, and 
there is no certainty of the extent of the deposit. There are 3 deposits in 
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Nevada being operated at present, 2 near Las Vegas in the southern part and 1 
at Empire in the northern part. The Nevada deposits have mostly been finite 
in size, and a number of deposits in this State have been worked out and aban- 
doned, including deposits at Mound House, Mason, and Ludwig. 


Rocky Mountain States 

The history of gypsum operations in the Mountain States of Colorado, Wyoming, 
South Dakota, Utah, and Montana has been one of consistent failure because of 
exhaustion of deposits and distance from consuming markets. Plants at Tied- 
mont, S. Dak.; Laramie, Wyo.; Hanover, Mont.; Nephi, Utah; and others have 
been abandoned. Expensive diamond core drilling has been necessary recently 
to locate additional mineral for the operation of a plant at Heath, Mont. While 
geologists seem to agree that there are large quantities of gypsum in the Rocky 
Mountain States, the fact is that continued operation of commercial deposits in 
this area requires constant exploration and few deposits have been successfully 
operated over any period of time. 


Southoestern States 

The Southwestern States of Kansas, Oklahoma, and Texas have large com- 
mercial deposits of gypsum. But the continued operation of these deposits re- 
quires constant exploration, because at times the gypsum completely disappears 
because of severe erosion. In spite of geological reports of large quantities of 
gypsum in this area, actual economic deposits supporting substantial operations 
are few in number and even then frequent diamond core drilling is required to 
insure an adequate supply of gypsum. Deposits in this area cannot supply the 
needs of the entire country for gypsum either in time of war or peace because 
of the long distances the mineral would have to be transported. The plants east 
of the Mississ'ppi alone require annually 6 million tons of gypsum. To transport 
this quantity of gypsum to eastern plants using the mineral would require the 
use of more than 200,000 freight cars and increase the cost to the consumer ma- 
terially. The cement industry, particularly in time of war, could not depend 
upon deposits so remote from the cement plants located throughout the entire 
eastern part of the country, the west coast, and the Pacific Northwest. The build- 
ng of cantonments and defense housing would be dangerously retarded if ship- 
nent of gypsum from these remote deposits was required to operate plants for 
the manufacture of building materials located throughout the country. And the 
same applies to the manu‘acture of orthopedic p'asters, metal castings, pattern 
and model material, and all the other products named above which are essential 
not only in civilian use hut directly tied into any defense program 

Further and continual exploration for additional deposits of gypsum and for 
additional gypsum adjacent to presently known deposits is vitally necessary. 

Exploration for gypsum is, as with many other minerals, an expensive gamble 
with the ever-present possibility of failure. It costs $3 to $5 a foot to drill for 
gypsum, and drilling fer gypsum requires many drill holes because of the fact 
that the deposits of gypsum break off suddenly, and the mineralogy of a large 
area must be well kuown before any gypsum deposit can be considered coi- 
mercially valuable. 

There is no complete geological survey of the gypsum resources in this coun- 
try. The Pureau of Mines has no data on the extent of gypsum deposits, and 
the available information is largely in the hands of the producers of gypsum and 
gypsum products. While some geologists have said that there is a plentiful 
supply of gypsum in this country, the fact is that the known commercial deposits 
are few in number, and many of them located to supply the heavily populated 
sections of the country have been operated for many years and face exhaustion 
in the foreseeable future, and others will require costly beneficiation if they 
are to continue to operate. The uses of gypsum require a high degree of purity. 
Gypsum, to make satisfactory building materials, should have a purity of more 
than 8O percent, and a purity above 95 percent is required in the manufacture of 
gypsum plaster for use in ceramics, metal castings, patterns and molds, fillers 
and dental products. Statements that there is a plentiful supply of gypsum 
are not realistic when the known resources are analyzed in the light of location, 
and condition of the various commercial deposits and of the purity of the gypsum 
required for commercial use. 
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D. GYPSUM COMPETES WITH MANY METALS AND MINERALS WHICH ARE ACCORDED 
PERCENTAGE DEPLETION AT 15 PERCENT 


Gypsum products compete directly with many products manufactured from 
metallic and nonmetallic minerals which are now accorded percentage depletion, 

The following is a list of some of the gypsum products which are cowpetitive 
with products manufactured from metals and minerals accorded percentage 
depletion: 

Gypsum lath and metal lath are the two principal lathing materials used in 
building construction. Metal lath is made from steel sheets which are in turn 
made from iron ore which has a percentage depletion rate of 15 percent. 

Gypsum wallboards compete with asbestos-cement wallboards and with alumi- 
num and steel panels and also compete with interior walls and ceilings made of 
any plaster base and lime or portland cement plaster. Asbestos-cement boards 
are made of asbestos, which is accorded percentage depletion at 10 percent, 
and cement, which is made principally from limestone which is accorded perceut 
age depletion at 15 percent if metallurgical or chemical grade and 10 percent if not 
Aluminum panels are manufactured principally from bauxite, which is accorded 
percentage depletion at 15 percent. Lime and cement plaster are made of lime- 
stone which has a depletion rate of 15 percent if metallurgical or chemical grade 
and 10 percent if not. 

Gypsum building tile competes with concrete blocks and clay tile. Concrete 
blocks are made principally of cement and stone, the cement being in turn 
manufactured principally from limestone which is accorded percentage depletion 
at 15 percent if chemical or metallurgical grade and at 10 percent if not. Clay 
tile is manufactured from clay which is accorded percentage depletion at 5 
percent, 

Gypsum plasters and boards are used for the fireproofing of steel and are 
competitive with concrete. Concrete is manufactured principally from lime- 
stone, which is accorced percentage depletion at 15 percent if metallurgical or 
chemical grade and 10 percent if not. Vermiculite mixed with either gypsum 
or cement also used tor fireproofing and vermiculite is accorded percentage 
depletion at 15 percent. 

Gypsum roof decks and roof tile are in competition with steel and aluminum 
roof decks which are manufactured, respectively, from iron ore, Which is accorded 
percentage depletion at 15 percent, and bauxite, which also receives a 15 percent 
depletion rate. Gypsum roof decks are also in competition with concrete roof 
decks made from cement, which in turn is made principally from limestone, 
which is accorded 15 percent depletion if metallurgical or chemical grade and 
10 percent if not. 

Gypsum fillers used in the manufacture of paper and textiles are competitive 
with an important group of products which include china clay, bentonite, fuller’s 
earth, diatomaceous earth, tale, and mica, all of which receive percentage 
depletion at the rate of 15 percent. 

Agricultural gypsum, used to correct soil deficiencies, competes with an im 
portant group of soil conditioners which are accorded percentage depletion 
inclucing limestone (10-15 percent), sulfur (23 percent), perlite (10 percent), 
vermiculite (15 percent) and phosphate rock (15 percent). 

Gypsum insecticide carriers compete with other insecticides which are accorded 
percentage depletion such as tale (15 percent), limestone (10-15 percent), 
pyrophyllite (15 percent), diatomaceous earth (15 percent), vermiculite (15 
percent) and certain forms of clay (15 percent). 

Gypsum used for sealing oil wells competes with portland cement, which is in 
turn made of limestone, which is accorded 10 percent or 15 percent depletion 
depending upon whether or not it is metallurgical or chemical grade 

There are a number of products in which gypsum is an ingredient which 
compete with products made from minerals which are accorded percentage 
depletion. Gypsum is just as essential in the manufacture of portland cement 
as is limestone, yet metallurgical and chemical grade limestone is granted 
percentage depletion at 15 percent and gypsum has no percentage depletion. 
In the manufacture of gypsum plasters the aggregate frequently used is ver- 
miculite, which is accorded 15 percent depletion, or perlite, which is accorded 
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10 percent depletion, yet the basic mineral (gypsum) used in the manufacture 
of these plasters has no percentage depletion. Gypsum is used in the manu- 
facture of insulating brick in the manufacture of which other minerals are used 
which are accorded percentage depletion such as china clay (15 percent), 
asbestos (15 percent), and diatomaceous earth (15 percent). 

The principal preducts manufactured from gypsum are either in competition 
With other products manufactured from metals or minerals receiving 15 percent 
deplection or are used as an ingredient in products where the other ingredients 
receive percentage depletion at 15 percent. 

Gypsum should be accorded percentage depletion at the rate of 15 percent 
in order to give it an equal standing with the metals and minerals with which 
it is in competition 

section 114 (b) (4) (A) (iii) should be amended by inserting the word 


Prepared and submitted by the producers of gypsum, December 29, 1952. 

Mr. Reb! rT. I am Edward Rembert, vice president of United 
States Gypsum Co. 

Our principal business is the extraction of gypsum from the ground 
and the manufacture of that gypsum into various products. 

Gypsum, which is calcium sulphate (CaSO, 2H,O), is one of the 
important commercial minerals used extensively in this country. 

Gypsum is the only important nonmetallic mineral that is not spe- 
cifically accorded percentage depletion under section 114 of the 
Revenue Act. Such nonmetallic minerals as limestone, clay, quart- 
zite, and even such common minerals as stone, shale, sand, and gravel 
have percentage depletion. But gypsum has not been granted per- 


‘ ] ae 
entag depletion. 


Gypsum is one of the basic minerals used in the manufacture of 


many products which are both important to the national defense and 
ilso to the civil economy. 


It is used in large quantities in the manufacture of portland cement 


to retard the setting time—cement cannot be manufactured without 
gypsum. It is the principal ingredient in the manufacture of many 
building materials, such as wallboards, sheathing, lath, tile and wall 


] 


plaster. All of these products were used in huge quantities during 
the world wars, in cantonments and defense housing. Throughout 
the war gypsum wallboards and gypsum lath were on the critical list 

f materials for war uses. Gypsum is also used for fireproofing struc- 
tural steel, in the manufacture of roof decks, as an inert loading of 
artillery shells and in the manufacture of insecticides. It is also 
used for molds for ceramic products, in the manufacture of orthopedic 
bandages and casts, and for making molds in the manufacture of 
metal castings, and in making patterns for full scale models in the 
production of military and commercial aircraft. It is also used for 
agricultural purposes and as a filler for papers and certain textiles, in 
the manufacture of dental plasters and to hold glass during polishing. 
As I have stated, it is one of the important nonmetallic minerals in 
use today. 

The gypsum industry needs percentage depletion as an incentive to 
explore for and develop additional gypsum deposits as well as to 
extend the known deposits. 

The commercial deposits of gypsum in this country are few in 
number. A gypsum deposit to be commercially usable must contain 
enough gypsum to support a mill for the manufacture of gypsum 








GENERAL REVENUE REVISION 2069 


products, and the gypsum must be found in a continuous or semi- 
continuous seam to make the extraction economical. Furthermore, 
we require 85 percent purity or better to m: ake satisfactory gypsum 
products. There are relatively few such gypsum deposits. 

I can best describe the situation by telling certain basic facts about 
the gypsum situation. There have been no discoveries of commercial 
deposits of gypsum in many years with the exception of a deposit in 
southern Indiana, the extent of which is not fully known, but in any 


event is a relatively small deposit. East of the Mississippi there are 
only five known deposits of gypsum, and all of them have been oper- 
ated for more than 80 years—the deposit in western New York has 


been mined since 1808. In the nature of ites these deposits cannot 
last forever. 
Exploration for gypsum invo lves considerable risk of failure, and 


even when it is believed that there is plenty of gypsum in the deposit 
to sup ply a mil! over a reasonable period ‘of time, we are very often 


fooled. A study was made several years ago of the history of gypsum 
operations over the last half century. It was found that during that 


time there were 157 different operations, of which there are now only 


2 left—a mortality of 66 percent. 

We produced in this country last year approximately 9,000,000 tons 
of gypsum, or over 1,200 percent more than in 1900. In addition, 
3 (000,000 tons were imported from Canada and Mexico in 1951. The 
five deposits east of the Mississippi River could not have produced an 
additional 3,000,000 tons of gypsum in 1951. In other words, the 
gypsum industry in the eastern part of the country, particularly, exists 

n its present volume because of substantial importations of gypsum 
roc I 

These facts simply illustrate the need for continued and accelerated 
exploration for this mineral and the need for a method and rate of 
depletion which will encourage that exploration and development. 

Many of the products with which we compete are manufactured 
from minerals or metals that are accorded percentage de ple ‘tion at the 
rate of 15 percent. For example, gypsum lath competes with metal 
lath, which is manufactured from steel sheets which in turn are made 
from iron ore which has a percentage depletion rate of 15 percent. 
Gypsum wallboards compete with aluminum and steel panels which 
are made from minerals which are accorded 15 percent depletion. 
G;ypsum roof decks are in competition with steel and aluminum roof 
decks. In the manufacture of gypsum plaster, the aggregate fre- 
quently used is vermiculite which 1s accorded 15 percent depletion; 
yet the basic material, gypsum, has no percentage depletion. 

We ask that section i114 of the act be amended to include gypsum 
at a percentage depletion rate of 15 percent. 

I have here a more complete statement of the gypsum industry’s 
case for percentage depletion and am prepared to leave copies with 
you. I will try to answer any questions you have. 

The CHarrmMan. We thank you very much for your contribution to 
this important subject. 

Are there any questions? I hear none. We thank you very much. 

The next witness is Mr. Russell P. Heuer, representing the General 
Refractories Co. 
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STATEMENT OF RUSSELL P. HEUER, REPRESENTING THE 
REFRACTORIES INSTITUTE 


Mr. Hever. My name is Russell P. Heuer. I am vice president of 
General Refractories Co., Philadelphia, Pa. I represent the Refrac- 
tories Institute, a national association of 87 refractory manufacturers, 
and this statement is made in behalf of its members and the entire 
refractories industry. I wish to cite the benefits to the national econ- 
omy which have been derived from the granting of the allowance for 
percentage depletion to refractory and fire clays and quartzite by the 
1951 Revenue Act and to urge the retention of this provision in its 
prese nt form. 

The specific Internal Revenue Code provision to which I refer is 
section 114 (b) 4 (A), which was amended by Congress in Public Law 
183, 82d Congress, Ist session, by the addition of “refractory and fire 
clays, quartzite” to the minerals subject to percentage depletion. 


NATURE AND USE OF REFRACTORIES 


The refractory industry produces specialized nonmetallic products 
designed to withstand extreme heat. Refractory products find their 
use wherever high temperatures are harnessed for human needs. They 
are used in the production of most items used in modern civilization, 
both in war ae peace. All industrial furnaces, ore-smelting furnaces, 
refining furnaces, cement kilns and glass tanks are either built or are 
lined with refractory materials. The production of steel, iron, 
aluminum, copper, lead and zinc, pottery, chemical fabrics, paper and 
petroleum all require refractories at some stage of the production 
process. The productive c apacity of these industries, their costs, and 
quality of their products are all benefited when improved refractories 
are made available. For this reason “improvement” has been the 
watchword of the refractories industry. 


MINERALS USED IN THE MANUFACTURE OF REFRACTORIES 


Refractory products are manufactured from carefully selected min 
erals, the chief minerals being refractory and fire clay and quartzite. 
The raw minerals are crushed, ground, and blended, and then made 
into brick and shapes for use in furnace construction, 

(a) Refractory and fire clays: Ordinary clays are not suitable for 
use in refractories pene of the impurities contained. The principal 
clay-base minerals for fire-clay refractories manufacture are refrac- 
tory flint clay (including diaspore and burley clays), koalin (china 
clay) and bond or plastic clays. Flint clay is the variety most impor- 
tant to the refractory industry and is the main constituent of most 
first quality clay refractories. ie melting point is at least 3,100° F. 
It generally occurs in small widely scattered underground deposits, 
rarely exceeding 5 to 25 acres in area. The mining is done largely 
by underground or open-pit mining operations. Refractory bond 
clays having suitable plastic characteristics are necessary to bond the 
nonplastic flint clays. Kaolin, sometimes referred to as china clay, 
can be used in refractory products only if of a high degree of purity. 

Refractory clays of high quality are ae in varying amounts in 
the following States: Alabama, Arkansas, California, Colorado, Geor- 
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gia, Illinois, Kentucky, Maryland, Missouri, New Jersey, Ohio, 
Oregon, Pennsylvania, Tennessee, Texas, Washington, West Virginia, 
and Wisconsin. 

(6) Refractory Quartzite: Hight-grade silica refractories are made 
from quartzite, which is a firm compact rock composed of grains of 
quartz so firmly united that fracture takes place across the grains 
instead of around them. Quartzite used in the refractory industry 
must be extremely pure and as little as one-half percent of impurity 
in excess of the total amount of 1 percent allowable may render the 
quartzite unfit for refractory use. 

The principal 7 ‘posits of refractory grade quartzite occur in Ala- 
bama, Arkansas, California, Colorado, Ohio, Oregon, I -ennsylvania, 
Utah, and Wisconsin. 


HOW THE PERCENTAGE DEPLETION OF REFRACTORY MATERIALS HAS 
BENEFITED THE ECONOMY 


Industrial furnaces in general are being operated at higher tempera- 
tures and under more severe operating conditions than formerly. 
This has led to the imposition of higher quality standards for refrac- 
tory products. The manufacturers of refractories have found it 
necessary to adjust their = tions to meet the new standards, by 
developing reserves of minerals of higher quality. 

Percentage depletion has encouraged and stimul: oe this de oe 
ment dur ing the past 2 years. For example, during this period silic: 
brick vd steel-making furnaces have wn a gi Bis Naps wher 
in quality due to the use of quartzite of greater purity which has 
recently ‘’ en SeiinetGalty developed. Substantia | improvement in 
the quality of fire-clay brick used in blast furnaces for the manufac- 
ture of pig iron have also been achieved. 

In the final analysis, the desired improvement in refractory prod- 
ucts is based fundamentally upon the improved quality of minerals 
utilized in their manufacture. Percentage depletion for refractory 
minerals has made possible more intensive prospecting. This pros- 
pecting has made available the necessary reserve of higher qu: ality 
minerals. The refractory manufacturers have been able to apply 
the capital necessary to develop new mining facilities and abandon 
reserves and mining facilities which formerly supplied lower quality 
refractory minerals. Refractory clays are normally found in isolated 
mountainous territory, necessitating heavy development expense and 
a suitable deposit once discovered is subject to the hazard of lack of 
uniformity of thickness and quality of the clay vein which is charac- 
teristic of fire-clay deposits. The known reserves of high-grade re- 
fractory minerals are dangerously low in some important areas. 
Continued production of refractory minerals for the enlarged require- 
ments of American industry, requires the continued discovery of new 
deposits and the necessary expenditures for development and exploita- 
tion of the enlarged production and the necessary reserves. 

For many years Congress has recognized these basic facts as appli- 
cable to the mineral industry by allowance of discovery value depletion 
and percentage depletion as a fair and nondiscriminatory method and 
as an incentive to encourage prospecting for new deposits and the 
creation of reserves necessary to the national economy and these 
principles are particularly applicable to the refractory industry. 
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ADMINISTRATION OF THE ALLOWANCE OF PERCENTAGE DEPLETION OF 
REFRACTORY MINERALS 


The refractory industry has generally adopted the view that “or- 
dinary treatment processes” as that term is used in the Internal 
Revenue Code, section 114 (b) 4 (B), includes in the term “mining,” 
in the case of refractory and fire clays and quartzite, the process of 
crushing, grinding, screening, and blending of the raw minerals. 

Regulations 111, section 29.23 (m)-1 (f) as amended by the Treas- 
ury Department on July 14, 1953 are not inconsistent with the view 
of the industry. 


CONCLUSION 


It is the belief of the refractory industry that the recognition by 
this committee and the House of Representatives in the revenue bill 
of 1950 and the ultimate adoption by Congress in the Revenue Act 
of 1951, of the application of percentage depletion to refractory and 
fire clays and quartzite, represents a reasonable and nondiscriminatory 
allowance which tends to contribute and, indeed since enactment, has 
contributed, substautial benefits to the national economy as a whole. 
Percentage depletion has and it is hoped, will further enable the 
increased production of metals and other basic materials which are 
dependent upon an increasing supply of higher quality refractories 
in that it has supplied an incentive for the further exploration and 
development of reserves of higher quality refractories minerals. 

The industry further believes that the attitude of its members as to 
the technical provisions relating to the computation of percentage 
depletion has been fair and reasonable. The industry, therefore, 
respectfully submits that the present percentage depletion provisions 
relating to refractory and fire clays and quartzite should be retained in 
their present form and urges your committee to adopt this conclusion 
in its consideration of possible amendments to the Internal Revenue 
Code. 

Mr. Simpson. We think you for your appearance. Are there any 
questions? If not, we thank you. 

The next witness will be Mr. Franklin G. Pardee, president of the 
Lake Superior Iron Ore Association of Cleveland, Ohio. 


STATEMENT OF FRANKLIN G. PARDEE, PRESIDENT OF THE LAKE 
SUPERIOR IRON ORE ASSOCIATION OF CLEVELAND 


Mr. Parvez. Mr. Chariman and members of the committee, you 
have a copy of my statement. I have summarized it in a little over 
one page. With your permission, I will read the summary. 

Mr. Simpson. You may insert your entire comments in the record 
at this point 

(The statement referred to follows:) 


STATEMENT BY FRANKLIN G. PARDEE, PRESIDENT, THE LAKE SuPERIOR IRON ORE 
ASSOCIATION 


Mr. Chairman and Members of the Committee on Ways and Means, my name 
is Franklin G. Pardee and I am president of the Lake Superior Iron Ore Associa- 
tion of Cleveland, representing most of the companies that mine and ship iron 
ore from the Lake Superior district of Minnesota, Michigan, and Wisconsin. 
This district normally supplies about 80 percent of the iron ore required for the 
iron and steel industry of the United States. 
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This discussion will be confined to that portion of the Income Tax Law (Sec- 
tion 23 (ff)) which limits the expenditures to $75,000 per year in any 4 years 
prior to the discovery of a commercial deposit that may be charged off as expense 
either currently or on a deferred basis. It is our belief that under the present 
conditions this allowance is entirely inadequate and if maintained will not 
encourage the exploration for iron ore. 

The national defense and preparedness programs that have attended and 
followed World Wars I and II, have so stimulated the production of iron ore from 
the Lake Superior region that it became evident some time ago that the iron ore 
reserves of the country must be built up to adequate proportions. The need is 
further emphasized by the increased requirements of the steel industry which has 
been expanded to meet the growing needs of this country For example, the 
estimated iron ore reserves in Minnesota, Michigan, and Wisconsin dropped from 
1.30 billion tons to 1.09 billion tons from 1942 to 1952 or 16 percent In the same 
period the annual capacity of the steel mills of this country increased their annual 
production capacity from 88.8 million tons a year to 108.6 million tons or 22 per 
cent If the 1953 steel mill capacity figure of 117.5 million tons is used the 
increase is 82 percent 

The exploration for iron ore is becoming more and more a scientific process with 
long and expensive preliminary investigation by geologists and other scientists 


Every effort is made to cut down the cost of exploration, but the final tests of 
the presence of an ore body must be made by the diamond drill or some other 
opening. In many of the districts the ore bodies are being looked for at depths 
which 20 years ago were considered below the point at which mining could be 
carried on successfully. One drill hole will now cost from $25,000 to $40,000 for 
depths b?yond 3,500 feet and it takes a numb>r of holes to explore a given property, 


the number depending on geological conditions and the size of the ore body. 

The long rods needed to drill deep holes often break and other mishaps occur 
that increase the cost of deep exploratory drilling. In many instances no ore is 
found or insufficient ore is located to justify the expenditure of the large sums 
necessary to mine out the ore. The successful explorations are outnumbered by 
the failures which emphasizes the need for the incentive to go on exploring for 
iron ore. 

The cost of deep exploration for iron ore can best be illustrated by the follow- 
ing examples: 

Property A: Depth of drill holes 2,000 to 4,000 feet. Yearly cost over 
$85,000 per year. The cost of this exploration has already exceeded the 
$300,000 limitation by a wide margin. 

Property B: Depth of holes 3,500 to plus 4,000 feet. Expenditures in 
little over a year approximately $160,000. This was a special surface ex- 
ploration program, and was in addition to the underground exploration re- 
quired from time to time. 

Property C: Depth of drill holes—plus 3,500 feet. The $300,000 limitation 
was exceeded before the end of the third year. This exploration was con- 
tinued for more than 5 years. 

In the iron mining industry it is the usual practice for one company to operate 
several mines. This is made necessary as each company must have available at 
all times sufficient ore of suitable grade and character to meet the furnace re- 
quirement of the plants they serve. In practically all cases exploration is a 
continuing process and with the high cost of exploration the $300,000 limitation 
is soon exhausted and the taxpayer therefore receives no further benefit from 
this law. 

The present law limiting deductible exploration expenditures to $75,000 does not 
appear to be legical under certain cireumstances. If an ore body is discovered 
and developed within the same year, the cost of the exploration that could be 
charged off would be limited, whereas the entire development cost could properly 
be classed as expense. For example, with the drilling cost at $100,000 and the 
development cost at $500,000 only $25,000, the excess of the exploration cost over 
$75,000, would have to be capitalized and to decide which costs should be charged 
to exploration and which to development would in many cases be difficult. 

The mining of iron ore in Canada has been increasing rapidly during the past 
few years and indications are that this trend will continue. The Labrador de- 
velopment has been described many times and much has been printed about the 
Steep Rock district. Other areas are being explored and developed. The 
American companies are placed at a competitive disadvantage with Canadian 
companies producing iron ore as Canada allows the charge off of all exploration 
costs without restriction in amount or number of years. 
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One of the methods for expanding the production of iron ore from the Lake 
States is through the beneficiation of low grade iron ores. These low grade 
ores must be mined from open pits to be commercial, which means that the ores 
should be found at shallow depths. The natural assumption would be that the 
exploration of deposits of this type would not be expensive, but it should be 
realized that about 3 tons of crude ore must be found for every ton of ore of 
shipping grade, and also, a sufficiently large tonnage of proper grade and char- 
acter is necessary to justify the erection of the high cost beneficiation plant. It 
is therefore evident that exploration programs for taconites and low grade iron 
ores are also very expensive. 

In conclusion, we feel that the iron-mining industry does not receive the nec- 
essary incentive to expend the risk capital on exploration that was intended 
when this law was enacted. The national economy demands a healthy contin- 
uing domestic iron ore industry and this can only be maintained through ex- 
ploration and discovery of adequate reserves. 

The elimination of the $300,000 ceiling on expenditures for exploration that 
can be charged off by each taxpayer and the removal! of the $75,000 yearly maxi- 
mum allowed for the same purpose, would do a great deal to stimulate the 
search for iron ore reserves in the United States. 

We therefore recommend the removal of the $75,000 annual and the 4-year 
limitation, in order to permit expenditures incurred in exploration to be de- 
ducted as an expense either in the year incurred or at the taxpayer’s election, 
deferred and written off azainst resulting ore, or deducted when there is no rea- 
sonable expectat on of resulting production. 

Mr. Parper. My name is Franklin G. Pardee and I am president 
of the Lake Superior Iron Ore Association of Cleveland, representing 
most of the companies that mine and ship iron ore from the Lake 
Superior di strict of Minnesota, Michigan, and Wisconsin. This dis- 
trict ne rmal ly supplies about 80 percent of the iron ore required for 

hie mand séal indie try of the United States. 

If the Lake Superior region is to continue to supply a bulk of the 
ron ore as it has in the past it is evident that exploration must be 

mulated to find new ore to replace the large tonnages that were 

hipped down the Lakes for use in the defense and preparedness pro- 

rrams that attended a id ae World Wars I and II. The need 
for new ore is emphasized by the 32 percent increased steel mill ca- 
pacity between 1942 and 1953. There has also been a drop in the re- 
serves of unmined iron ore in the Lake Superior region of more than 
16 percent in the same period. 

The present facilities for mining, processing, and transporting this 
ore are efficient and have responded to emergency conditions. The 
transportation by the Great Lakes is not subject to submarine attack. 
Altogether it is of national importance that the reserves und produc- 
tion facilities of this Lake Superior area be built up and maintained. 
To do this will require costly and continuous exploration programs. 

The exploration for iron ore is becoming more difficult and expen- 
sive all the time. The easily found shallow ore has already been lo- 

cated and the present necessary deep exploration is not only very costly 
but on account of lack of knowledge of deep underground rock con- 
ditions is more often a failure than a success. Diamond drill holes 
cost from $25,000 to more than $40,000 for depths beyond 3,000 feet 
and many holes are necessary to explore a given deposit. The cost 
of exploring for taconite is also large as these deposits must be of 
sufficient size to justify the large expenditures for the plants to pre- 
pare the taconite for use in the blast furnaces. 

In the iron mining industry it is the usual practice for one com- 
pany to operate several mines. This is made necessary as each com- 
pany must have available at all times, sufficient ore of suitable grade 
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and character to meet the furnace requirement of the plants they serve 

In practically all cases exploration is a continuing process and with 
the high cost of exploration, the $300,000 limitation is soon exhausted 
and the taxpayer therefore receives no further benefit from this law. 

In order to encourage the search for new iron ore deposits in the 
Lake Superior regions and thereby insure a supply of iron ore from 
this source for the blast furnaces and steel mills we recommend the 
removal of the $75,000 annual and the four year limitation on ex- 
ploration expenditures. This would permit expenditures incurred in 
exploration to be deducted as an expense either in the year incurred 
or at the taxpayer’s election, deferred and written off against resulting 
ore, or deducted when there is no reasonable expectation of resulting 
production. 

I have left out of the summary that we are facing a great deal of 
competition from Canadian iron-ore production, as has been publicized 
a great deal lately. Canada allows all exploration costs to be 
deducted. 

Mr. Simpson. I am sure that the committee will give consideration 
to your statement and we thank you for your appearance. 

The next witnesses are Mr. A. R. Eckel, president and treasurer of 
Commercialores, Inc., Clover, S. C., and Mr. Gene Dixon, president 
and treasurer of Kyanite Mining Corp. of Cullen, Va. 


STATEMENT OF A. R. ECKEL, PRESIDENT AND TREASURER OF COM- 
MERCIALORES, INC., CLOVER, S. C., ACCOMPANIED BY MR. GENE 
DIXON, PRESIDENT AND TREASURER OF KYANITE MINING 
CORP., CULLEN, VA. 


Mr. Ecker. We have two statements. I will read my statement. 

Mr. Simrson. The other statement may be inserted in the record 
at this point. 

(The statement referred to is as follows:) 


DRAFT OF STATEMENT BY GENE DrIxon BEFORE THE House Ways AND MEANS 
COM MITTEE—PERCENTAGE DEPLETION FOR KYANITE 


I am Gene Dixon, president and treasurer of Kyanite Mining Corp., in Cullen, 
Va. My company and Commercialores, Inc., in Clover, 8S. C., are the only two 
producers of domestic kyanite. Kyanite is very similar in chemical composition 
and end use to and is generally used to improve the properties of ball clay, 
sagger clay, china clay, and refractory and fire clay. My purpose in appearing 
before you is to urge you to extend to kyanite the 15 percent depletion rate 
which is now allowed to the these minerals I have just named. 

Kyanite is used as a major ingredient in the production of welding-rod 
coating, refractory fiber glass, electrical porcelains, mullite lines of refractory, 
crucibles, glass tanks, and automatic glass-making machine parts, superduty 
plastics, 2800°-3000° insulators, saggers, kiln furniture vitreous china bodies, 
cements and mortars, and undoubtedly in the production of aircraft jet engines, 
since some of the orders we receive carry priority and are marked 100 percent 
aircraft. 

Kyanite is used in the manufacture of superduty refractories. Although 
these refractories represent only a small percentage of the total tonnage of 
refractories used in the United States, they occupy a most important position 
in that field because of their special properties. Some of these properties are 
the high melting point, the low coefficient of expansion, and the resistance to 
loads at high temperature, to thermal shock and to the corrosive action of certain 
fluxing agents. 

Suitable deposits of kyanite are comparatively rare in the United States, 
the only two deposits now being exploited commercially are in Clover, 8. C., and 
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Cullen, Va. Prior to the development of these domestic deposits, the United 
States was completely dependent on imported kyanite. India and Kenya, East 
Africa, are the only two countries to export substantial quantities of the material. 
During the last few years, however, exports from both of these countries have 
been dwindling seriously both in quality and quantity, and the importance of 
domestic kyanite has correspondingly increased. 

The Munitions Board has included kyanite among the minerals listed as 
strategic and critical, and it is one of the materials which has been stockpiled 
when available. On two occasions it has been placed under allocation. In 1951, 
the National Production Authority organized a Kyanite and Mullite Industry 
Advisory Committee. 

it is imperative that the producers of this mineral have advantage of per- 
centage depletion in order to continue to supply our Nation with its ever- 
increasing demand for this most important, strategic, and critical material 
and to encourage continued exploration and search for additional suitable 
deposits. 

k‘urthermore, the percentage depletion allowance should be extended to 
kyanite as a matter of justice. Kyunite is used in competition with, and along 
with, many other minerals already enjoying percentage depletion, such as bauxite, 
graphite, vermiculite, bentonite, feldspar, tale, pyrophyllite, and ball, sagger, 
china, refractory, and fire clay. It is very sunilar in chemical content to bauxite, 
ball, sagger, china, refractory, and fire clay, all of which are, as is kyanite, com- 
binations of aluminum oxide and silicon dioxide. All of these silicate materials 
are used as refractory products in the steel, glass, chemical, and other industries. 

Kyanite is in fact considered and used as a refractory clay by the ceramic 
industry. For this reason, application was made to the Bureau of Interual 
Revenue last year to determine whether kyanite could be classified as refractory 
and fire clay for the purpose of the percentage depletion allowance. While 
conceding that on the basis of use kyanite should be included in the general 
classification of refractory and fire clay, the Bureau ruled that it could not be 
so included because mineralogically kyanite is not “clay.” Thus we are denied 
equal treatment with producers of competitive materials almost identical to 
ours only because, to quote from the Bureau’s ruling, “Kyanite is a natural 
metamorphic mineral with a definite composition, while clay is a residual or 


sedimentary mixture of minerals, although both are basically aluminum silicates 
and nay be used for the same purpose in some cases * * *.” 

Our hazards of mining our deposits are generally much more complex and 
involved than that of mining bauxite and other minerals now receiving the 15 


percent depletion allowance. 

We, therefore, ask that kyanite be accorded equal treatment and that it be 
included in the list of minerals entitled to the 15 percent depletion allowance. 

Mr. Ecxer. I am A. R. Eckel, president and treasurer of Commer- 
cialores, Inc., in Clover, 5S. C. I appear before you today to urge you 
to extend the 15 percent depletion rate to kyanite. 

Kyanite is one of the aluminum-silicate minerals that comprise 
what is commonly referred to as the sillimanite group. 

KX yaniie owes its commercial value to the fact that when calcined or 
fired to high temperature (about 2,600° F.), it is converted into 
mullite, a mineral containing about 60 to 63 percent .Al,O;, with 
excellent refractory properties. During this conversion there is a 
very appreciable expansion, up to 40 percent depending upon the size 
of the kyanite grain. 

Kyanite, when processed into mullite, is used almost entirely in the 
manufacture of so-called super-duty refractories. Although mullite 
refractories represent only a small percentage of the total tonnage of 
refractories used in the United States, they occupy an important posi- 
tion in that field because of their properties. These are relatively 
high-melting points, low coefficient of expansion, and resistance to 
loads of high temperatures, to thermal shock, and to the corrosive 
action of certain fluxing agents. 

About 90 percent of all mullite refractories is used for lining fur- 
naces operated by the metallurgical and glass industries, the approxi- 
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mate division between the two being about 50 percent metallurgical 
and 40 percent glass. The remaining 10 percent finds miscellaneous 
applications, chiefly in the ceramic industry. In the metallurgical 
industry the principal use of mullite refractories is in electric fur- 
naces—largely the induction type used for melting brasses and bronzes, 
copper-nickel alloys, certain steels and ferrous alloys—and in zinc- 
smelting and gold-refining furnaces. In the glass industry these re- 
fractories are used mainly in the construction of continuous tanks, 
especially in that part known as the superstructure, and in plungers, 
rings, and tubes used for feeding molten glass to forming machines. 
In the ceramic indus stry small amounts of mullite refractories are used 
for the manufacture of kiln furniture used for placing ceramic ware 
on kiln cars, and in the construction of ceramic kilns. Minor uses 
of kyanite and allied minerals are as a source of alumina in glass and 
as ingredients of electrical and chemical porcelains and pyrometer 
tubes. 

Kyanite, unealcined, is used largely in the form of cements, mortars, 
plastics, and ramming mixes. In these cases the conversion into mul- 
lite takes place after the material is in use, the above-mentioned expan- 
sion counteracting the shrinkage of other refractory ingredients after 
the cements, mortars, plastics, or ramming mixes are in place, thus 
riving a more solid, tighter refractory ins stallation. 

There is no other high-temperature mineral with this same quality 
of expansion in use. This fact combined with the high alumina con- 
tent of kyanite and the resulting increase in strength, has given the 

industry a much better cement, mortar, plastic, or ramming mix than 
has ever been available before. 

Another very important and growing use for American kyanite 1s 
in the manufacture of synthetic coarse-grained mullite. A large part 
of the mullite used in bricks and shapes is coarse grained—from one- 

ighth to one-fourth inch. Because of the fact that American kyanite 
is ground to 35 mesh in order to separate it from the other minerals 
in the ore, the only source of this coarse material was from imported 
kyanite. India and Kenya, East Africa, are the only two countries 
to export any qu: intities of this material. ‘During the last few years 
exports of kyanite from both these countries have been seriously re- 
duced, both in quality and quantity. The American refractory indus- 
try, however, has developed a synthetic coarse-grained mullite, man- 
ufactured entirely from domestic materials, to meet this emergency. 
At least three major refractory manufacturers are using American 
fine-grained kyanite as the major ingredient in the manufacture of 
synthetic coarse-grained mullite. It is claimed that this synthetic 
mullite is equal to the mullite made from the best grade of imported 
material and far superior to mullite made from the average imported 
material. 

The Munitions Board has included kyanite among the minerals 
listed as strategic and critical. On two occasions kyanite has been 
placed under allocation. In 1951, National Production Authority 
saw fit to organize a Kyanite and Mullite Industry Advisory Com- 
mittee. 

While kyanite is a very plentiful mineral in the United States, 
there are few known deposits of sufficiently high grade to warrant 
commercial development. 








2078 GENERAL REVENUE REVISION 


The first known commercial development of kyanite was a very 
small operation in Georgia during the early 1920’s. This was a very 
costly process of washing kyanite grains from gravel in relatively 
small, scattered deposits. This never developed to an adequate or 
Important operation. 

About 1930 a company was formed, known as Celo Mines, and de- 
veloped a deposit of kyanite near Burnsville, N. C. This company 
invested a large amount of money in a plant and produced a small 
amount of kyanite. ‘The ore here was low grade and contained a num- 
ber of other minerals that made the beneficiation very costly. This 
company operated until about 1941, when they were forced to close 
down because of the deve lopment of the kyanite deposit at Baker 
Mountain, Va., which put a much lower price d product on the m: arket. 

The predecessors of the Kyanite Mining Corp. started in 1938 at 
Bakers Mountain, Va., and gradually increased production as demand 
increased until about 1945, when demand started to exceed their ca- 
pacity and the need for an additional source of supply was clearly 
apparent. 

In 1947 Commercialores, Inc., was organized to develop the kyanite 
deposit known as Henry Knob, S. C. on the recommendation of prac- 
tically every refractory manufacturer using kyanite in the United 
States. This company was in production in November 1948. 

Since 1949 the 2 companies producing kyanite have increased their 
capacity nearly 100 percent to meet the growing demand for American 
kyanite. We are depleting our ore reserves at a rate of nearly 200,000 
tons a year to meet the demand for kyanite which is very largly the 
result of the defense program. 

To our best knowledge, every mineral that is used along with, and 
in competition with, kyanite has already been included in Public Law 
183, 82d Congress, section 319, and receives the 15-percent depletion 
allowance. 

We are sure you will agree with us that by all standards of fair 
dealing kyanite should be included as one of the minerals entitled to 
the 15-percent depletion allowance. It is imperative that the only 
two producers of this mineral have advantage of percentage depletion 
in order to continue to supply our Nation with its ever-increasing 
demand for this most important strategic and critical material. 

Your committee now has before it two bills, H. R. 2964, introduced 
by Representative Mills, of Arkansas, and H. R. 2965, introduced by 
Representative Abbitt, of Virginia, both of which extend depletion 
allowance to kyanite. 

Mr. Stmpson. We appreciate your very clear presentation of the 
problem and the matter will receive consideration. 

Are there any questions ? 

Have you completed your statement # 

Mr. Ecxet. Yes; that is all. 

(The following material was submitted for the record on topic 38 :) 

House oF REPRESENTATIVES 
Washington, D. C., August 13, 1953. 


Hon. Dante A. REED, 
Chairman, Ways and Means Committee, 
New House Office Building, Washington 25, D. C. 
Dear DAN: It is my understanding that on Friday, August 14, hearings will 
be held on item 38, depletion and exploration expenditures, and that the inter- 
ested parties will be heard. 





| 
| 
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It is my wish to again express my interest in this and attach herewith memo- 
randa pertaining to the subject which it is my desire to have incorporated as a 
part of the hearings. 

Sincerely, Dean P. Tayor, 
Member of Congress. 
THE SLATE INDUSTRY 


INTRODUCTION 


Slate is a metamorphic deposit, formed during earth disturbances of geologic 
time by the action of heat and pressure on shales and other finely divided sedi- 
mentary deposits. During this process secondary minerals were formed, prin- 
cipally mica, the crystals of which when properly orientated give to slate its 
outstanding characteristic of uniform cleavage. This unusual feature, which 
is fully developed only in limited deposits of slate within the major slate dis- 
tricts of the United States, makes it possible to cleave slate in slabs for process- 
ing in various commercial forms, 


PRODUCING LOCALITIES 
Slate is known to occur in many localities, but there are only five districts, 
all located in the eastern section of the United States, which contain deposits of 
commercial material possessing the proper characteristics for the production 
of such slate products as roofing, flagging, blackboards, structural items, switch- 
board panels and allied products. These districts are generally referred to as 
(1) Monson, Maine, (2) Rutland County, Vt., and Washington County, N. Y., 
(3) Bangor-Penn Argyle, Pa., (4) Peachbottom, Md., and (5) 
The slate belts in all these districts are extensive—from 5 to 20 miles in length 
and from 1to 3 in width. The commercial deposits within these belts, however, 
are extremely limited and individual quarries seldom extend for more than a 
few hundred feet in length and considerably less in width. 


suckingham, Va 


MODE OF OCCURRENCE 


The commercial slate deposits are similar to all metallic and nonmetallic 
ore deposits in that they are generally lenticular in shape, limited in hori- 
zontal and vertical extent and contain a high percentage of material which 
must be discarded as waste. Like other metallic and nonmetallic deposits, 
the commercial slate deposits are wasting assets and have relatively short 
lives as compared to some of the great copper, lead, and zine deposits of the 
Western States. 

COMPETITIVE POSITION 


Slate for roofing is by far the most important product derived from com- 
mercial siate. This industry has been active in the United States since the 
middle of the 19th century. Its competitive 


position, however, has been 
seriously invaded during the past 25 years by many types of roofing substi- 


tutes. The steadily increasing freight rates, almost 100 percent in the past 
10 years has placed a severe burden on the slate industry. Manufacturing 
plants producing substitute roofing media can be located close to the centers 
of major consumption. The slate deposits, however, fixed in locality by na- 
ture, must rely on long hauls by public carriers to reach the consumer. Stead- 
ily increasing State and Federal taxes which have been levied without regard 
to a great natural resource of our Eastern States or recognition of the fact 
that slate quarrying is a wasting asset have done serious harm to the normal 
development of the industry. The combination of these factors has forced 
many large slate operations employing thousands of men to suspend opera- 
tions entirely. 
NEED FOR TAX RELIEF 


Mr. Oliver Bowles, associated with the Bureau of Mines for more than 25 
years and recognized as the leading authority on the slate industry in the 
United States, has published many technical papers which definitely state 
that commercial slate is extremely limited in occurrence within the major 
slate districts. The hundreds of worked-out and abandoned quarries which 
can be seen in all the slate districts amply support this contention. Com- 
mercial slate must be explored, tested, and developed in a manner similar 
to all ore deposits and operating slate quarries should obviously be allowed 
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to build up reserve funds to carry out such development work if the industry 
is to survive. Appended hereto is a list of metallic and nonmetallic products 
which are allowed to deplete their reserves on the basis of a percentage of 
net sales. The theory of percentage depletion is based on the assumption 
that a wasting asset, such as a mining or quarrying operation, can continue 
to explore, develop, and, if necessary, purchase new deposits to be operated 
when the old ones are exhausted, using funds which have been set aside, tax 
free, for this purpose. The soundness of this theory is proved by the healthy 
condition of the American mining industry which continues year after year 
to develop new natural resources. 


CONCLUSION 


The slate industry has, to date, been denied the benefit of percentage de- 
pletion. This fact, combined with the steadily weakened competitive position 
of siate with its low margin of profit, has precluded the exploration and 
development of new slate deposits during the past 25 years of severe com- 
petition from substitute products. The attached list reflects that many com- 
parable minerals enjoy depletion allowances which are denied the slate in- 
dustry. Commercial slate in its original state was a high grade clay which 
has been converted to its present form through the process of metamorphism. 
It naturally follows that slate should enjoy the depletion benefits which have 
been granted to the mining and quarrying industry in general including the 
products which are in direct competition with slate as well as those products 
which are analogous in form and character, such as ball and sagger clay, 
as well as china clay. 

Finally it is to be noted that the same disadvantages apply equally in the 
locating and development of deposits, manufacturing and shipping of the 
three comparable minerals existing in this area; namely, slate, marble, and 
granite. We believe that granite and marble are rightfully included in the 
proposed added list, but by the same token contend that slate should be added 
to avoid an inadvertent discrimination and inequity. 


Vineral products which enjoy percentage depletion 


si ale ‘ 
| a | Date legisla I . nem of Date legisla 
Product ioe tion was Product potted ye tion was 
} allowed for enamel allowed for enacted 
| depletior | | | depletion , 
Ss wells J 27.8 192¢ lale ; 15.0 1943 
€ l ] , Lepidolite ‘i 15.0 | 1943 
5.0 1932 Spodumene ion 15.0 1943 
23.0 1932 Barite | 15.0 1943 
15.0 1042 Potas} baa 15.0 1943 
15.0 1942 Bauxite aie 15.0 1947 
weer clay 15. 0 1942 China clay ee 15.0 1947 
hite 14.0 1943 Phosphate rock 15.0 1947 
ite 15.0 1943 lrona iio hena> 15.0 | 1947 
15.0 M3 Bentonite a 7s 15.0 | 1947 
15.0 1943 Gilsonite é 15.0 1947 
15.0 1943 Thenardite 15.0 1947 








STATEMENT IN Support OF PERCENTAGE DEPLETION ALLOWANCE FOR SLATE 
PRODUCERS BY INDEPENDENT CLASSIFICATION IN BILL 


This statement is submitted in behalf of the slate producers in the Vermont- 
New York, Pennsylvania-Maryland, Maine and Virginia slate districts. The 
slate dustry has been overlooked heretofore in the development of the applica 
tion of the concept of percent depletion. The following facts are submitted for 


your consideration in support of our claim. 
FACTS 
1. Small business The slate industry is composed of approximately 80 rela 
tive small companies operating on low profit margins. 
2. Industry location.—Siate is a nonmetallic mineral product manufactured 


in various grades and types and in various States; namely, Vermont, New York, 
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Pennsylvania, Virginia, California, Arkansas, Georgia, Maine, Maryland. Annual 
total production is about 800,000 tons with a total value of about $12 million. 

2. Uses.—Slate is used in a variety of products; namely, natural roofing, roof- 
ing granules, siding, electrical switchboards, paints, ceramics, structural slate 
products, blackboards and bulletin boards, school slates, expanded aggregates, 
billiard table tops, and has other numerous and miscellaneous uses important to 
the economy of the country. 

4. Problems.—The problems of exploration, development, production, and proc 
essing of slate are the same as those involved in metallic and nonmetallic min 
eral products, both competitive and comparative, already granted depletion al- 
lowance. In addition, the slate industry is further handicapped by a limitation 
of 15 to 20 percent recovery of salable slate from a ton of raw material, the 
balance of 85 to SO percent being waste material. 

5. Competitive position.—Competitively, in addition to the depletion facto 
(wasting of capital assets without tax relief), slate has been at a disadvantaze 

ith competitive synthetic products because of greatly increased freight rates in 
recent years. Slate producers are located by nature and cannot place plants 
stratezically as they see fit. 

6. Others receiving deplction.—Competitive or comparative mineral industries 
already receiving depletion allowances are tale, bal! and sagger clay, feldspar, 
china clay, trona, vermiculite, mica, beryl, flake graphite, and others. A work- 
able slate deposit is depleted in the same manner as any of the above industrial 
minerals. Additional similar industries dealing with industrial minerals are 
under consideration to be included in the present tax bill being considered by 
Congress 
7. Quality product.—Slate is a specialized nonmetallic mineral product cur- 
rently having a market value ranging from $10 to S50 per ton It shon!d be 
classified independently as are marble, granite, quartzite, tripoli, ete. Definite! 
it should not be classified with low-cost bulk products such as stone, shale, sand, 
and gravel that have values per ton only a fraction that of specialized slate 
products. 

8. Bureau of Mines recognition.—The Bureau of Mines and U. S. Geological 
Survey have published many papers on the subject of slate by such eminent 
mining engineers and geologists as Oliver Bowles and T. Nelson Dale, and have 
long recognized our problems of survival to be the same as any other natural 
resource, be it oil, sulfur, coal, or gilsonite. 

9, Discrimination Any tax bill (or law) that allows percentage depletion 
to competitive products such as feldspar, tale, china clay, ashestos, granite, and 
marble and not to slate is discriminatory and will destroy the industry 

10. Heip needed.—Deplction is loss sustained through the removal of natural 
resources from the earth. Once resources are used they cannot be replaced 
except by uncertain and costly exploration and development of new deposits 
Depletion allowances to other industries with identical problems assist their 
continued operation. Slate is fairly entitled to the same consideration 


CONCLUSION 


Slate, because of its limited supply in quantities as well as areas, together with 
the necessity of expending substantial sums to provide adequate raw material, 
should be recognized as a separate and distinct item in the percentage depletion 
legislation now proposed, and should be included with competing items entitled 
to depletion under existing law. 

For the reasons stated above and particularly because it is a quality product 
slate is entitled to a specific listing separate and apart from the stone classifica- 
tion. 

Notre.—Supporting material is appended hereto as follows: 

(a) Survey of slate industry. 

(b) Statement of Winston L. Prouty, M. C., Vermont, to Ways and Means 
Committee, March 5, 1951. 

(c) Bibliography. 





Tue SLtAte INDUstry—-A SurvEY 
INTRODUCTION 


The production of slate is a small industry consisting of a small number of 
independent operators which has apparently been overlooked heretofore in the 
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development of the application of the concept of percentage depletion as a 
means of encouraging the exploration and development of natural resources and 
providing an equitable method for recovery by the owner of the value of a wasting 
asset. 

The Bureau of Mines Minerals Yearbook for the year 1949 shows that for 
that year the slate industry consisted of 80 operators who sold slate products 
having a total value of approximately $12,200,000. 

Slate is a metamorphic deposit formed during earth disturbances of geologic 
time by the action of heat and pressure on shales and other finely divided 
sedimentary depos‘ts. During this process secondary minerals were formed, 
principally mica, the crystals of which when properly orientated give to slate 
its outstanding characteristic of uniform cleavage. This unusual feature, which 
districts of the United States, makes it possible to cleave slate in slabs for 
processing in various commercial forms. 


GEOGRAPHICAL DISTRIBUTION OF SLATE DEPOSITS 


While the number of commercial slate deposits in the United States is limited 
the slate industry is a part of the economy of a good many States. 


PRODUCING LOCALITIES 

Slate is known to occur in many localities but there are only five principal 
districts, all located in the eastern section of the United States, that contain 
deposits of commercial material. These districts are generally referred to as 
follows: 

Maine: Monson, North Blanchard, and Brownsville districts. 

New York-Vermont : Rutland County, Vt., and Washington County, N. Y. 

Pennsylvania: Lehigh district, Chapman quarries; Belfast-Edelman and Pen 
Argvl-Windgap areas. 

Pennsylvania-Marvland: Peach Bottom district. 

Virginia: Puekingham and Fluvanna Counties, Albermarle County. 

Slate has also been produced on a small seale in Arkansas, California, Georgia 
Michigan, Tennessee, and Utah, and New Jersey 

The slate belts in all these districts are extensive. from 5 to 20 miles in 
length and from 1 to 3 miles in width. The eemmercial deposits within these 
belts, however, are extremely limited and individual quarries seldom extend for 
more than a few hundred feet in length and considerably less in width. 


M ODE OF OCCURRENCE 


» commercial slate deposits are similar to all metallic and nonmetallic ore 

its in that they are generally lenticular in shape, limited in horizontal and 
vertical extent and contain a high percentage of material which must be dis- 
carded as waste. Like other metallic and nonmetallic deposits, the commercial 
slate deposits are wasting assets and have relatively short lives as compared to 
some of the great copper, lead, and zine deposits of the Western States. 


USES OF SLATE 


Slate is well suited tu engineering uses because of its high strength. low 
absorption, resistance to weathering and chemical attack, low electrical con- 
ductivity. uniformity of composition, and permanent stabilitv of dimension. 
Dimension slate or slab slate is used for roofing, electrical panels. architectural 
panels, laboratory fixtures, sanitary ware, blackboards and bulletin hoards, 
flagstones, and miscellaneous uses. Slate granules are used chiefly in surfacing 
is fully developed onlv in limited deposits of slate within the maior slate 
prepared roofing and siding. Slate flour is used as a filler in putty. wallboard, 
phonograph records, crayons, blotting paper, linoleum, insulation, facing pave- 
ments, building paper, wood filler. abrasives, pencils, plastics, metal polish, fire- 
brick, tiles, ceramic ware, composition flooring, artificial stone, cement, den- 
tifrices, roofing compound, artificial leather, sweeping compound, explosives, 
paints, washing compound, and fiber. 


INDUSTRY PROBLEMS 


The production problems of the slate industry are described in bulletin No. 47 
issued in 1947 by the mineral industries experiment station of the School of 
Mineral Industries of Pennsylvania State College, at page 12, as follows: 
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“Slate tends to occur in narrow beds standing at high angles. Progressive 
development of quarries therefore produces very deep excavations in which 
recovery costs constantly increase. Marketable rock could be recovered only by 
skilled selection, careful handling, and the employment of hand labor. Because 
of the narrowness of the beds large tonnages of adjacent, noncommercial rock 
had to be moved. Imperfections in the slate causing rejection added to the 
tonnage of worthless material. In addition, the use of explosives in blasting 
and the employment of channeling machines in cutting rock produce large 
quantities of shattered rock without value. It has been estimated that the 
quantity that had to be disposed of as waste varied from 70 to 90 percent in 
most quarries. This waste material was expensive to handle; its accumulation 
interfered with quarrying; and large quantities remain for which no use has 
been found.” 


Competition 

The general problem of competition is discussed in bulletin 47 referred to 
above as follows at page 15: 

“The magnitude of the entire industry and the drastic decline of the last 20 
years are apparent. The decline has been caused almost entirely by the dimin- 
ishing volume of construction during the depression and then during the war, 
plus the rise of competitive materials * * * The slate industry, in common with 
other postwar industries, faces the problem of effecting every possible economy 
if it is to maintain its existence.” 

The problem of the producers of dimension or slab slate is discussed in bul- 
letin 47 as follows at page 16: 

“Through hundreds of years slate has proved superior as a roofiing material; 
but in the past 30 years the asphalt shingle has become the most common roofiing 
on the average home, displacing slate in thousands of structures. The asphalt 
shingle can be applied with common labor: it comes in attractive colors; it has 
high fire resistance and is reasonably permanent. To some extent this loss has 
been compensated for by the use of slate granules for surfacing the asphalt 
shingle. 

“In the publie school market, the white ‘blackboard’, a sheet of white or light 
green glass with a ground surface has displaced slate to an appreciable degree, 
Thus slate is encountered increasing competition not only in its most important 
markets, roofing and granules, but in one of its oldest uses, the blackboard as 
well.” 

The problem of the producers of slate granules is discussed in bulletin 47 as 
follows at page 133: 

“Business conditions in the industry are subject to change for a number of 
reasons, Granule technology has been developing rapidly. Almost yearly one 
or another of the producers offers now or improved products. There is an ever- 
present possibility that new patentable discoveries will make present practice 
obsolute. This technological pressure has led to the expenditure of large sums on 
research, and more highly trained men are required to control production. 
Quality demands of the consumers are becoming increasingly stringent.” 

Slate for roofing is by far the most important product derived from com- 
mercial slate. This industry has been active in the United States since the mid- 
die of the 19th century. 

Its competitive position, however, has been seriously invaded during the past 
25 years by many types cf roofing substitutes. The steadily increasing freight 
rates, almost 100 percent in the past 10 years, has placed a severe burden on the 
slate industry. Manufacturing plants producing substitute roofing media can be 
located close to the centers of major consumption. The slate deposits, however, 
fixed in locality by nature, must rely on long hauls by public carriers to reach 
the consumer. Steadily increasing State and I ederal taxes which have been 
levied without regard to a great natural resource of our eastern States, or recog- 
nition of the fact that slate quarrying is a wasting asset have done serious harm 
to the normal development of the industry. The combination of these factors 
has forced many large slate operations employing thousands of men to suspend 
operations entirely. The deposits of natural slate are not uniform in color 
or quality, with the result that in spite of core drilling it is almost impossible to 
determine the life of a quarry in that at any time off-color or an entirely dif 
ferent color slate, or intrusions may be encountered, with the result that either 
the entire quarry operation must be changed, or a new quarry site developed. It 

s costly to develop a new face in an existing quarry, but even more costly to 
ibandon a quarry, locate a new deposit, and develop a new quarry location. 


37746—53—pt. 3 39 
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Because of these many unknown factors it is necessary to constantly explore 
new deposit possibilities to assure a continuing source and supply of a satisfac- 
tory commercial slate. 

NEED FOR TAX RELIEF 


Or 


Mr. Oliver Bowles, associated with the Bureau of Mines for more than 25 
years and recognized as the leading authority on the slate industry in the United 
States, has published many technical papers which definitely state that com- 
mercial slate is extremely limited in occurrence within the major slate districts. 
The hundreds of worked-out and abandoned quarries which can be seen in all 
the slate districts amply support this contention. Commercial slate must be 
explored, tested and developed in a manner similar to all ore deposits and op- 
erating slate quarries should obviously be allowed to build up reserve funds to 
earry out such development work if the industry is to survive. The theory of 
percentage depletion is based on the assumption that a wasting asset, such as 
a mining or quarrying operation, can continue to explore, develop and, if neces- 
sary, purchase new deposits to be operated when the old ones are exhausted, 
using funds which have been set aside, tax free, for this purpose. The sound- 
ness of this theory 1s proved by the healthy condition of the American mining 
industry wich continues year after year to develop new natural resources. The 
slate industry has to date been denied the benefit of percentage depletion. This 
fact, combined with the steadily weakened competitive position of slate with its 
low margin of profit, has precluded the exploration and development of new 
slate deposits during the past 25 years of severe competition from substitute 
products. The attached list reflects that many competitive and comparable 
minerals enjoy depletion allowances which are denied the slate industry. Com- 
mercial! slate in its criginal state was a clay which has been converted to its 
present form through the process of metamorphism. It naturally follows that 
slate should enjoy the depletion benefits which have been granted to the mining 
and quarrying industry in general including the products which are in direct 
competition with slate as well as those products which are analogous in form 
and character. 

The slate industry endorses and supports the statement of Congressman 
Prouty, of Vermont, regarding the need for percentage depletion for the slate 
industry which was submitted to the Committee on Ways and Means of the 
House of Representatives at its hearing held on March 5, 1951. 

Slate, because of its limited supply in quantities as well as areas, together with 
the necessity of expending substantial sums to provide adequate raw material, 
should be recognized as a separate and distinct item in the percentage depletion 
legislation now proposed, and should be included with competing items entitled 
to depletion under existing law. 

Nort sulletin 47 referred to above has been quoted from extensively because 
it represents an unbiased, objective study of the industry. 


Mineral products which are now allowed percentage depletion 


Percent of 
Product | gross income 


Date legisla- 
tion was 
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allowed for enacted 


depletion 
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Lepidolite 
Spodumene 
Barite 
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STATEMENT BY ELLswortH C. ALvorRD, WasHINGTON, D. C. 
PERCENTAGE DEPLETION FOR STOCKHOLDERS 


The present system for the allowance of percentage depletion amounts to a 
penalty on doing business through use of the corporate form. Direct invest- 
ment in a mineral property or in an oil or gas well, including a royalty interest, 
makes the taxpayer eligible for a percentage-depletion deduction. However, if 
the taxpayer invests in the same type of property indirectly by holding stock 
in a corporation, he is denied any allowance for depletion. It would be ad- 
ministratively impracticable to allow stockholders a deduction for cost deple- 
tion but, now that virtually all mineral properties are entitled to percentage 
depletion, it would be possible to set up a system of percentage-depletion allow- 
ances for stockholders. This has already been done in Canada, where stock- 
holders are allowed depletion deductions in the following amounts: 

(1) Ten percent of dividents received if the corporation’s mineral profits are 
between 25 and 50 percent cf its total income; 

(2) Fifteen percent of dividends received if the corporation’s mineral profits 
are between 50 and 75 percent of its total income; and 

(3) Twenty percent of dividends received if the corporation’s mineral profits 
equal or exceed 75 percent of its total income. 

Recommendation: Allow stockholders a deduction for depletion with respect 
to dividend income, on a basis similar to that used in Canada. Such a deduction 
should reduce the basis of the stock for computing gain or loss upon sale or 
exchange. 

LIMITATIONS ON DEDUCTION OF EXPLORATION EXPENDITURES 


Taxpayers are allowed to deduct or treat as deferred expenses so much of 
the expenditures made during the year in exploration for mineral deposits as 
does not exceed $75,000. This deduction or deferral may be claimed in only 4 
taxable years, so that the maximum limit is $300,000. The 4-year limitation 
discriminates against small taxpayers, since a taxpayer must have exploration 
expenditures of $75,000 in each of the 4 years in order to obtain the maximum 
benefit from the provision. And this limitation may actually operate to dis- 
courage exploration rather than encourage it in many cases, since a taxpayer 
who would like to spend less than $75,000 on exploration in the current year 
may defer these expenditures until he can develop an exploration program which 
will allow him to utilize the full $75,000 deduction or deferral. Elimination of 
the $75,000 annual limitation would greatly increase the usefulness of the pro- 
vision hy encouraging large-scale mineral exploration. 

Recommendation: As suggested by the President’s Materials Policy Commis- 
sion, remove the 4-year limitation and the $75,000 limitation from section 23 (ff) 
of the Internal Revenue Code. 


DEFINITION OF “MINERAL PROPERTY” 


The question of what constitutes a single mineral property and what con- 
stitutes several separate mineral properties is often of tremendous importance 
in determining depletion allowances, and the factual situations which may arise 
involving the acquisition, operation, and location of different mineral claims, 
tracts, or parcels are so varied that no fair and comprehensive statutory defini- 
tion of a “mineral property” could be written. Consequently, each taxpayer 
should be allowed to choose a method of handling this problem which is consistent 
with his method of operations. 

Recommendation: Give taxpayers an option to treat each mineral interest, 
or parts thereof, as a separate mineral property if it is treated as an operating 
unit by the taxpayer, and to treat several interests as a single mineral property 
if they constitute a single operating unit. 
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INCENTIVE FOR DEVELOPMENT OF NEW MINES 


It is vital for our defense that the United States be made as nearly self- 
sustaining as possible in its sources of minerals. Our tax system should not be 
allowed to create barriers which prevent the attainment of this objective. Yet 
at the present time the development of new mines is hampered by the low return 
after taxes on investments in new mines. The Canadian Government, having 
the same problem which we have, exempts income from new mines from income 
tax for a period of 36 months, beginning when the mine comes into production 
of ore in reasonable commercial quantities. We need a similar provision in 
the United States. 

Recommendation : Grant an income-tax exemption for income from new mines 
for the first 3 years after the beginning of profitable operations. 


STATEMENT By W. W. FINpLey, LittLe Rock, ArK., ON BEHALF OF THE West SIDE 
LUMBER ASSOCIATION AND THE CITIZENS OF THE STATE OF ARKANSAS, IN RE 
IvEM 38, DEPLETION AND EXPLORATION EXPENDITURES 


Section 117 (k) gain or Joss in the case of timber or coal, reads: 

“(1) If the taxpayer so elects upon his return for a taxable year, the cutting 
of timber (for sale or for use in the taxpayer’s trade or business) during such 
year by the taxpayer who owns, or has a contract right to cut, such timber 
(providing he has owned such timber or has held such contract right for a period 
of more than 6 months prior to the beginning of such year) shall be considered 
as a sale or exchange of such timber cut during such vear. In case such election 
has been made, gain or loss to the taxpayer shall be recognized in an amount 
equal to the difference between the adjusted basis for depletion of such timber 
in the hands of the taxpayer and the fair market value of such timber. Such 
fair market value shall be the fair market value as of the first day of the taxable 
year in which such timber is cut, and shall thereafter be considered as the cost 
of such cut timber to the taxpayer for all purposes for which such cost is a 
necessary factor. If a taxpayer makes an election under this paragraph such 
election shall apply with respect to all timber which is owned by the taxpayer 
or which the taxpayer has a contract right to cut and shall be binding upon the 
taxpayer for the taxable year for which the election is made and for all subse- 
quent years, unless the Commissioner, on showing of undue hardship, permits 
the taxpayer to revoke his election; such revocation, however, shall preclude 
any further elections under this paragraph except with the consent of the 
Commissioner.” 

In the determination of fair market value of timber, under the terms of the 
above section of the Internal Revenue Code, it seems that the Bureau of In- 
ternal Revenue and the taxpayer cannot determine the method of computing 
the fair market value that is satisfactory to each party. 

Under the law: 

“Fair market value shall be the fair market value as of the first day of the 
taxable year in which such timber is cut and shall thereafter be considered as 
to the cost of such cut timber for which such cost is the necessary factor.” 

In order to determine the fair market value as of the beginning of the year, 
it is necessary that purchases or sales of timber by the taxpayer be taken into 
consideration, and in many instances there are no purchases or sales by the 
taxpayer as of the beginning of his taxable year. However, other taxpayers 
operating lumbering operations in the immediate territory in which the taxpayer 
is located may have had sales and purchases of timber which would determine 
a fair market value for that timber operating section. 

The Bureau of Internal Revenue has computed fair market values on many 
different plans for different taxpayers, and the fair market value for timber in 
one locality may vary considerably as to the various taxpayers in that particular 
area. 

The Bureau of Internal Revenue has various theories about determining market 
value and the footage of the timber account of which the fair market value of 
timber is computed. 

There have been instances where the representatives of the Bureau of Internal 
Revenue have claimed that the footage acquired for the purpose of determining 
fair market value is understated, and if the particular tract of timber should, 
over a period of years, cut more timber therefrom than the estimate, that the 





GENERAL REVENUE REVISION 2087 


estimate for fair market value must be decreased as of the date of acquisition 
of such timber. 

It is of course perfectly understood that no person not well acquainted with 
stands of timber and the growing of timber, etc., can accurately estimate the 
footage of timber on any given tract of land with any degree of exactitude. 

A man versed in timber estimating, in order to say the exact footage of tim- 
ber on the land at the date of acquisition would have to count the trees, measure 
the trees as to diameter and height, eliminate from his estimate unmerchautable 
trees, and when he finally got through he would still be away off on his estimate 
as to the final amount of timber on the lands, even were it all cut in the year 
of acquisition. 

There is too much guesswork in the question of fair market value as at- 
tempted to be determined by the Bureau of Internal Revenue. 

There should be included in the law, regarding fair market value of timber, 
certain standards for determining the fair market value and those standards 
should be rigidly adhered to, thus giving all citizens of the United States, en- 
gaged in lumbering operations, a fair and equitable fair market value as to 
his timber to be cut under the provisions of section 117 (k). 

Timber in different locations, say the State of Louisiana, State of Mississippi, 
State of Arkansas, or any other timber-growing State, has thousands of acres 
of timber of a similar quality and class, and the timber in these various localities 
should carry the same fair market value for all producers of timber in that 
section. 

CONCLUSION 


In view of the above statements concerning the items outlined herein, and 
because the Bureau of Internal Revenue is taxing, and attempting to tax, income 
legally inuring to sons and daughters against their fathers and mothers, under 
the guise of law, and because the Congress of the United States, and it alone, 
has the power to impose a tax, it is respectfully submitted that the 88d Congress 
of the United States should remedy this matter of dealing with the assessment 
of taxes against one citizen on income of which he is not the owner, has no right 
to receive and does not receive, and which is the income of another citizen of the 
United States who, under the law, is the owner, has the legal right to receive 
and does receive the income, by enacting the necessary law to overcome this 
violation of the Constitution of the United States by the Bureau of Internal 
Revenue, 

Further, the question of fair market value of timber, handled under section 117 
(k) of the Internal Revenue Code, should be clarified by the necessary enactment 
of law whereby the Bureau of Internal Revenue would be compelled to treat 
all citizens alike in this question of handling of timber under section 117 (k). 

As to the other matters set forth herein, it is apparent that the statements 
themselves are of sufficient importance for the 83d Congress to take some action 
thereon, 


STATEMENT OF J. RUTLEDGE Hit1t, DALLAS, Tex., CHAIRMAN OF COMMITTEE ON 
TAXATION, NATIONAL SAND AND GRAVEL ASSOCIATION, IN Re Topic 38, DEPLETION 
AND EXPLORATION EXPENDITURES 


My name is J. Rutledge Hill. I am president of Gifford-Hill & Co., Inc., of 
Dallas, Tex., which has sand and gravel operations in Texas, Louisiana, and 
Arkansas. This statement is submitted in my capacity as chairman of the com- 
mittee on Taxation of the National Sand & Gravel Association. I am authorized 
also to advise you that I speak in behalf of the National Industrial Sand Associ- 
ation, reference to which will be made later. 

The Revenue Act of 1951 provided a percentage depletion allowance of 5 per- 
eent for sand and gravel, marking the first time that this industry had been ac- 
corded the right to operate under the well-established national policy that mining 
industries with wasting assets should receive a percentage-depletion allowance. 
The sand and gravel industry meets the strictest statutory tests for percentage 
depletion. 

We are grateful to this committee for having recognized that it was an un- 
reasonable discrimination against the sand and gravel industry to deny it the 
benefits of a taxation policy which had been accorded for many years to other 
members of the nonmetallic minerals family whose situation was as serious as 
our own. We believe that the evidence, plainly observable on all sides, warrants 
continued support by this committee of percentage depletion for sand and gravel 
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and, indeed, we should like to direct the committee’s attention to a discrimination 
against our industry in the existing percentage-depletion rates. 

There are industries which are presently permitted to claim a larger percent- 
age depletion allowance than sand and gravel, some of which are competitive 
with the sand and gravel industry. The record does not disclose any support 
for this discrimination. We should like to recommend to this committee that all 
industries, including our own, be accorded a 15 percent rate of percentage de- 
pletion. This would be nondiscriminatory and would do full justice to the really 
precarious situation in which our industry finds itself today because of un- 
precedented demands for sand and gravel which are depleting our reserves all 
over the United States at an alarming rate. 

I must say in the utmost seriousness to this committee that this country is 
approaching the end of a phase of relatively low transportation costs and rela- 
tively large supplies of commercially usable sand and gravel. The individual 
members of this committee will soon find in their own communities, if that fact 
has not already been established, much higher costs for sand and gravel than 
the country has ever known before because of factors to which I shall refer in 
this statement. 

My industry will not be able to finance explorations for new deposits and find 
the money for new production and processing plants if Congress does not continue 
the statutory principle that ours is an industry which has demonstrated its full 
qualifications for the use of percentage depletion and which, at the same time, 
is laboring under a discrimination in rates which ought to be corrected by the 
Congress at the earliest possible moment. 

The sand and gravel industry, beginning in 1947, established each year new 
high production volumes in response to demands we have never known in 
other years. Your committee may be surprised to learn that in the last 15 
years, according to the records of the U. 8. Bureau of Mines, our industry 
produced over 4 billion tons of sand and gravel, valued at more than $3 billion. 
Our industry is second only to bituminous coal in the annual production of 
mine products. We play the basic role in the fulfillment of the construction 
requirements of the United States. All types of construction, public and 
private, defense and nondefense, involve the use of sand and gravel or both. 
Defense programs start with the use of sand and gravel and this committee 
will pardon me, I am sure, if I call your attention to the fact that in the first 
year of World War II and in the first and second years of the Korean emergency, 
the sand and gravel industry established all-time high figures for production. 

We are proud of this record, which was achieved without governmental 
subsidies and in the teeth of manpower and equipment difficulties; but this 
great production of sand and gravel dug a big hole in reserves which had 
been thought to be enough for many years to come, and is now dangerously 
inadequate for the minimum construction requirements of the United States 
in the years which lie ahead. 

My own company faces a serious crisis because of astronomical demands for 
sand and gravel in the area in which we operate and because economically 
aviuilable deposits are less frequently found than ever before. It is not un- 
conmon for our company to remove overburdens from 40 to 60 feet in depth in 
order to reach commercially usable sand and gravel. 

I advised the Congress when it was considering the Revenue Act of 1951 that 
my company found it necessary to invest in exploration for new sources of 
supply and new sand and gravel reserves a sum of money greater than our 
depletion and depreciation reserves plus over 80 percent of our entire net profits 
for the period 1945 to 1950 inclusive. While percentage depletion has made it 
possible to reduce the total proportions of our problem, the problem itself 
remains. 

Toilay my company has fewer sand and gravel operations and smaller and 
poorer sand and gravel reserves than at any time in its history. This is the 
story for my company, but it is a common story for the sand and gravel industry. 
In addition to the wholly unprecedented demand for sand and fravel, other 
factors have aggravated our difficulties in the southwestern part of the country. 
The great growth in population and the expansion of our cities has brought new 
problems of zoning restrictions, in the course of which sand and gravel reserves 
thought to be available for the future have been lost overnight, not only depriv- 
ing our industry of new sources of supply but also causing a severe financial loss 
because of our inability to reach the reserves for production of sand and gravel. 

Large dam construction by the Federal Government has also taken its toll 
of sand and gravel reserves. Deposits upon which we relied for future oper- 
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ation have been cut off abruptly, and the sand and gravel company never receives 
adequate compensation for them. This problem of the impact on the sand and 
gravel industry by large dam construction is dramatically illustrated in north- 
ern California, where sand and gravel demands reached spectacular levels in 
recent years, draining off sand and gravel reserves in exeess profits tax years 
which were thought originally to be available for the indefinite future. The 
problems of our industry in northern California in serving the extraordinary 
demands of the community have been aggravated by condemnation proceedings 
instituted as a preliminary to the construction of two large dams, which will 
make forever unavailable to our industry deposits upon which they had con- 
fidently expected to erect plants for substantial sand and gravel production. 

Many companies in the sand and gravel industry are confronted with the 
difficulty of surviving because deposits are being exhausted at a time when new 
sources of supply cannot be found. Yet it is generally agreed that despite the 
record-breaking construction volume since World War II began, the United 
States faces a critical construction deficiency in many lines. One eminent au- 
thority, Robert Moses, of New York City, says that the country must spend 
$50 billion for highways at a rate of $10 billion each year for 5 years before it 
can overcome the present highway deficiency which he regards as most critical. 
The country also needs schools, churches, homes, commercial, and industrial 
building, all of which are a reflection of two factors: An increase of more than 
50 percent in population in the last 50 years and a rapidly expanding standard 
of living which has expressed itself in a demand for better housing and for all 
the other manifestations of the desire for a better way of life. 

The industry represented by the National Industrial Sand Association must 
contend with substantially the same problems which face the sand and gravel 
industry. Industrial sand is a raw material used principally in the foundry, 
glass, and chemical industries, but also finding employment for many other 
purposes. Industrial sand plays a pivotal role in the production of every item 
of defense equipment; it plays an equally important role in the production of 
goods essential to civilian life in our country. The industrial sand industry is 
feeling the impact of unprecedented demand and growing scarcity of economi- 
cally available reserves. j4oning has taken a heavy toll in this industry. Con- 
tinued access to valuable industrial sand reserves has been thwarted in many 
“ases in recent years by highway and roadbuilding developments, and access to 
new sources of supply has often been made forever impossible by new highways. 
This problem of accessibility to industrial sand deposits will gain in momentum 
as the country launches the much larger highway program which is aimost uni- 
versally regarded as necessary in every part of the United States. 

Transportation costs play the dominating role in commodities like sund and 
gravel and industrial sand, which are known in transportation circles as heavy 
loading, low-valued commodities. Unless our two industries are permitted 
through the use of the percentage depletion principle to finance the seurch for 
new sources of supply which will make it possible for us to continue to deliver 
a satisfactory material at an economical price, I must warn this committee that 
the cost of construction and the cost of manufacture of the many items requiring 
industrial sand will go to prohibitive levels because of depleted reserves and the 
consequent necessity of reaching far out for materials which will be acceptable 
in quality and deliverable in the desired quanitities. 

For these reasons, we ask that sand and gravel and industrial sand be re- 
garded as two industries which fully conform with the sound national policy 
which accords to industries with wasting assets the benefits of percentage de- 
pletion, and we ask also that this committee grant sand and gravel, industrial 
sand and all other nonmetallic minerals a 15 percent rate of percentage depletion. 





STATEMENT OF THE INVESTORS LEAGUE, INC., By WILLIAM JACKMAN, PRESIDENT 


(The Investors League, Inc., with headquarters at 175 Fifth Avenue, New York 
10, N. Y., is the oldest and most successful organization of investors, with 
thousands of members residing in every State of the Union It is an organiza- 
tion of investors, both small and large, who make up the backbone of our private 
enterprise system which is, in turn, the backbone of our national economy) 


We are grateful for this opportunity to file our statement with your distin- 
guished committee on topic No. 38 (depletion and exploration expenditures). 
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It was also our privilege to appear before you on topics Nos, 17 and 22 and 40. 

The need for dvnamic recognition, restatement, and rededication of our people 

to the basic principles of free enterprise is more essential today than ever before. 

It has become a careless habit to many, yes, even to some Members of Congress 

to accept Socialist criticism of capitalism as an indication that there is something 
wrong with this system and that it needs revision. 

These people ignore the fact that the very nature of the system allows for 
changes by altered conditions as does no other system ever devised. 

If the same amount of effort was used in trying to devise incentives to progress 
as are used in the opposite direction there would be no difficulty in balancing the 
Federal budget. 

There are many reasons why the United States has become the greatest indus- 
trial nation in the world, not the least of which is the natural resources of our 
country, and the risk taking of our citizenr) 

One of the most basic commodities used by practically all industries is oil. 
What affects the oil industry affects our entire economy. An abundance of this 
basic commodity contributed in no small measure to victory in the last two world 
wars. Therefore, it would seem axiomatic that we must have an almost 
unlimited supply if we are to continue world leadership. 

While I am not an oilman, and not knowing of the complexities or inner 
workings of the oil industry as such, I am appealing strictly for investors, not 
only in oil companies but in other industries which depend, as it were, on the 
plasma of oil to make the wheels of industry turn. Any and all obstacles that 
are detrimental to creating an abundant supply should not be countenanced. To 
use the expression used by many politicians—that oil depletion is a tax loop- 
hole—is demagogery of the worst kind. Many people in and out of Government 
do not know, or overlook the fact, that someone—the investor—must put up 
approximately $35,000 in order to furnish the tools to put a man to work in the 
industry. 

Tax incentives are as essential for a healthy free-enterprise system as oxygen 
is in the air we breathe. 

The question has been raised by many, How important is percentage depletion 
to our national defense? Gentlemen, I say that it is vitally important. If we 
are to expand our economy and our national defense productivity we will need 
a continual increase in oil productive capacity. There is no use, however, in 
increasing our oil productive capacity unless we have crude oil in abundance, 
and you cannot get crude oil by wishful thinking. It takes a lot of what might 
be called risk-taking incentive—the kind of crusading spirit that was the 11th 
commandment of those people who stepped ashore at Plymouth Rock and James- 
town. 

Exploration must be done during peacetime, not when there is a heavy demand 
on steel and manpower, as there is during national emergencies. 

We must keep in mind that in 1951 industry spent approximately $1 billion in 
the drilling of exploratory wildcat wells alone. The facts are that only 1 out of 9 
holes drilled found any oil or gas. In other words, 8 out of 9 exploratory holes 
proved dry holes and are of no avail whatsoever. 

However, by and large, only 1 exploratory well out of 53 drilled finds a profit- 
able oilfield—in other words, becomes a profitable commercial success. It also 
must be remembered that the average cost of drilling these holes is $90,000 each. 

Since the funds necessary for exploration are of a high-risk nature, risk capital 
will be very difficult to obtain if there is no incentive, and will be reflected not 
only in the oil and gas industry as a basic industry, but wll have its repercusisons 
on our entire economy 

Whilst it has been stated many times that the United States is the “Arsenal of 
Democracy” ina national emergency, it could also be well stated that we are also 
the oil well of Democracy. This leadership must not be forfeited to shortsighted 
expediency. 

There is a principle involved here that should not be violated. It is the prin- 
ciple of Government insuring the continued incentive to explore for more oil. 

Where would the money come from to continue this exploration if the deple- 
tion allowance is reduced? Where would the vast amount of money come from 

that is so necessary for an ever-expanding industry if depletion allowance is 
reduced? Certainly there would be no incentive for the investor to risk his 
savings which he had obtained through frugality and the sweat of his brow in 
order that we might satisfy the demagoguery of certain individuals. 

We have stated this on a previous occasion to your distinguished committee, 
and we wish to repeat it now—that the best incentive device is a tax code that 
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stimulates thrift. Make it possible for a person to accumulate wealth and pass 
the fruits of his labor on to those he wants to have it. Oil-depletion allowance 
is essential as an insurance for the continuation of the search for oil. 

The 27% percent depletion allowance would not constitute a new drain on 
funds to the Treasury but rather would stimulate the exploration for oil in the 
United States and would help to keep the United States in the front as the indus- 
trial Nation and arsenal of democracy, and would build up a roadblock to the 
lack of an adequate supply in the time of national emergency. 

Anything and everything we do, taxwise, should be considered on the basis of 
whether or not it will contribute to our free-enterprise system—a system for 
which there is no substitute—that has done more for the comfort, convenience, 
and well-being of mankind than any system under the sun. 

It might be said that the future of industry is related to the basic commodity— 
oil. Its availability in abundance is essential to the progress of this Nation. 

What you do on the 27% percent depletion allowance will determine whether 
or not the industry of this country will progress or be retarded by tax restraints, 
based upon an unrealistic interpretation of their effect on our economy. 

Gentlemen, I will conclude by saying that in wrestling with the many complex 
problems of governmental revenue, please do not scuttle the savings of investors 
in taxpaying enterprise by making any change in the depletion allowance. 

I thank you. 


SERVTEX MATERIALS CoO., 
New Braunfels, Tex., September 24, 1953 
Hon. DANIEL A. REED, 
Chairman, Committee on Ways and Means, 
House Office Building, Washington, D. C. 

DeaR Mr. REED: It is respectfully requested that the attached Statement in 
Support of Percentage Depletion for Crushed Stone Producers be received for 
the attention of the committee as appropriate and placed in the printed record 
of the committee’s hearings on percentage depletion. 

A copy of this letter and of the statement is being furnished each member of the 
committee. 

Yours very truly, 
SERVTEX MATERIALS Co., 
E. ErKet, President. 


STATEMENT OF E. EIKEL, PRESIDENT, SERVTEX MATERIALS Co., IN SUPPORT OF 
PERCENTAGE DEPLETION FOR CRUSHED-STONE PRODUCERS 


My name is E. EHikel and I am president of Servtex Materials Co., of New 
Braunfels, Tex. I am also a regional vice president of the National Crushed 
Stone Association and a member of the board of directors of that association. 
This statement is presented on behalf of Servtex Materials Co, 

First, I want to state that I concur fully in the statement of Mr. Russell Rarey 
made to the committee on behalf of the National Crushed Stone Association 
on August 12, 1953. 

In addition, I want to identify for the committee some specific problems that 
Servtex Materials Co. faces under the new percentage depletion regulations of 
the Treasury Department, as amended. 

We produce and market principally crushed stone and asphaltic concrete. 
Botb are produced from limestone of chemical and metallurgical grade, the latter 
being a mixture of crushed and screened limestone, water, and liquid asphalt. 
These materials are in daily competition with rock asphalt and dolomite, both 
of which enjoy a depletion rate higher than stone. Rates for rock asphalt and 
dolomite were fixed by Congress without regard to end use. 

Since 1931, when Servtex Materials Co. was organized, 4 quarries have been 
abandoned by our concern and a single new one is now in operation; 3 of the 
4 were abandoned due to exhaustion of supply of limestone of desired quality 
in the deposit and the fourth because it was within the city limits of a growing 
town with the residential area moving too close. Moving to our present location, 
due to depletion of high-grade limestone in the then operated quarry, involved 
heavy expenditures. The site at Ogden, Comal County, Tex., first had to be 
acquired then prospected by core-drill methods. This was costly. Then came 
the plant dismantling and reerection operation, with resultant low production 
for the several years it took to make the complete change and consequent low 
earnings for that same period which brought about an unfavorable base period 
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for income-tax purposes a few years later when full production was finally 
achieved at the Ogden plant. Thus the need in our case for percentage depletion 
is urgent. 

The limestone which we, Servtex Materials Co., New Braunfels, Tex., quarry 
is of chemical and metallurgical grade. The limestone meets the specifications 
for chemical and metallurgical grade required by the chemical and metallurgical 
industries we serve. These include, but are not limited to, Carbide & Carbon 
Chemical Corp., Texas City, Tex.; Sheffield Steel Corp., Houston, Tex.; Ameri- 
can Brake Shoe Co. (two plants), Houston, Tex.; and Alamo Iron Works, San 
Antonio, Tex. This chemical and metallurgical grade limestone also meets 
the requirements necessary for highway and road construction to which a sub- 
stantial portion of our quarry output is devoted. Limestone supplied for highway 
and road construction and that furnished the chemical and metallurgical indu- 
tries is all obtained from the identical source or deposit. All of the limestone 
in the deposit from which we quarry is of chemical and metallurgical grade, 
regardless of end use. 

Dolomite, rock asphalt, and crushed stone are strong competitors in the 
highway-construction industry in Texas. A quarry which is producing and 
shipping dolomite principally as construction material is located approximately 
6 miles south of Burnet, Tex., on the Southern Pacific Railroad. Rock-asphalt 
deposits from which rock asphalt is being quarried principally (approximately 
99 percent) for highway and related construction are located west of Uvalde, 
Tex., on the Southern Pacific and Missouri Pacific Railroads. For all practical 
purposes identical problems are faced by the quarryman whether the deposit 
be of limestone, dolomite, or rock asphalt. The opening of such a deposit is 
an expensive undertaking. 

The depletion allowance on dolomite is 10 percent irrespective of end use. 
The major end use of this stone (dolomite) quarried by our competitors is for 
roadbuilding and other construction purposes and this is also the major end 
use of our product, crushed limestone; however, when used for this purpose the 
percentage depletion on stone is five percent. 

Too, the question of end use is not considered in granting 15 percent depletion 
to rock asphalt. Rock asphalt in the State of Texas is limestone impregnated 
with a small amount of asphalt varying roughly from 1 to 12 percent. The rock 
asphalt is quarried, crushed, and screened by means very similar to the proc- 
esses used by limestone producers. This crushed limestone rock asphalt is sold 
as crushed stone for highway- and road-building purposes and for ballast in 
direct competition with our crushed limestone. See attached copy of Texas 
State Board of Control Requisition HW-12-1090 (Y) marked “Exhibit 1,” 
requesting bids on 1,500 tons of either crushed limestone or natural limestone 
rock asphalt delivered to Bellville, Tex. Such requests for bids are received 
almost daily throughout the months and years and total several million tons of 
stone per year. Mixture of rock asphalt and flux oil in the one case and mixture 
of crushed limestone, such as we produce, and liquid asphalt in the other case 
also complete directly as ready-for-use paving materials. These mixtures are 
made in plants at or near the stone or rock asphalt raw material source and 
shipped via both railroad and truck. It is not contended that the added value 
brought about by this further processing should be subject to percentage 
depletion. 

As evidence of the fact that the paving mixtures referred to are directly com- 
petitive, there is attached, as exhibit 2, a copy of Texas Highway Department 
request for bids dated September 22, 1953, covering on 2,100 tons of material 
required under Requisition No. HW-15-82 (SY) for delivery at Pleasanton, Tex. 
Of the materials listed, cold mix limestone rock asphalt pavement, THD item 
314, type C, which is a mixture of crushed and screened rock asphalt, water, 
and flux oil, is produced by the rock-asphalt interests. Hot mix-cold laid 
asphaltic concrete, THD item 319, type DD, which in our case is a mixture of 
crushed and screened limestone, water, and liquid asphalt, is produced by Servtex. 
Either one or both of the two paving mixtures specified may be bid and the 
material for which the lowest price is quoted is bought. This bid request is 
typical of many that are issued by the Texas Highway Department. The volume 
of this business is of substantial proportions. It exceeds 1, million tons per 
annum and competition between producers in position to furnish material as 
specified is at all times extraordinarily keen. In addition, rock-asphalt pave- 
ment and our product, asphaltic concrete, are continually competing in supply- 
ing private roadbuilding and construction contractors. With the same end use 
rock asphalt is allowed 15 percent percentage depletion whereas crushed lime- 
stone is allowed 5 percent. 
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The application of “end use” test established by the new regulations covering 
the percentage depletion provisions of the Revenue Act of 1951 is unsound, unfair, 
unjust and creates inequities. A uniform depletion rate would eliminate the 
inequities inherent in multiple rates and place competing materials on an equal 
footing. 

We respectfully request that the committee review the percentage depletion 
regulations for the purpose of removing such inequities as it may find to exist. 


Exhibit Number 1 







STATE BOARD OF CONTROL 
QUOTATIONS ON SUPPLIES OR MATERIALS 
FOR 
TEXAS HIGHWAY DEPARTMENT 


Date Febr 
Wee 





Req't , 2-109 
Now " HW — 12-10 





Bids will 
be Received February 
Until___. aE 
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No. ITEM (Give Complete Description) and Unit Unit Price Extension 
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We sutgnit herewith our quotation on the following material, all charges prepaid F.O.B. cars see be.ow 
t tire, 812 10 i Texas. Shipment im good order 
of firs care guaranteed within days after we receive the purchase order, and subsequent shipments gusrantesd to f¢llow at the rate of 
cars each days thereafter | 
This ayptation is based on shipment from . At freight rate! of } | 
g i a ee 
The préducer is 
+ 
In the pvent the purchase order not b . 31 52 
in the pvent the purchase order has not been sued by. MAY 31. a asiva tS contract will be copsidered on that jiste ome | cancelled unless © 
Aggregate - Crushed Limestone or Natural Limestone Rock 350 Tons |$ $ 


Asphalt. Type "B" Grade (1) SHD Item 351. 
| 
Aggregate ~ Crushed Limestone or Natural Limestone Rock 1550 Tons i$ $ 
Asphalt. Type (B) Grade (5). SHD Item 351. | | 


f.0o.b. Team Track, Bellville, Texas 


| 
Any change in freight rate when adjusted by the shipper | 
on the statement as a separate item will be approved, 
i 





Time in conmetion with \iceount 
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will be computed 16 days from date of 
on order is delivered pecified. When Cash 
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will be considered ovided the b on the face of bie propose’ y at he intends to furnish, otherwise he shall be required to furnish the 
in the proposal. In the event of error in extension, unit prices will rn. Unless otherwise specified the State reserves the right to accept or reject 
im part, (- | whole, any bid submitted, for the best interests of the State. Quotations subject to price increase will mot be considered. 
The State of “eras is exempt from al! Feleral Excise Taxes and Federal Transportation Tax. DO NOT include tax in your bid price or invoice. Taxable items must be so 
designated, and the Btate will supph contractor with Tax Bu jon Certificates, properly executed. 
‘Time, in connection with discount effered & days from date of recewpt of correct statement after all material on order is delivered as secified. When 
receipt of statement predates delivery of mate: * shall govern. 
Bubmit bids in duplicate to the State Bosrd of Control, Austin, Texas, Enclose in senled envelope, address as shown at top of this form and show bid reference number 
and dste of bids close on outside of envelope 
All material purchased on tonage basis will be paid for only when prepaid freight bill, origina) Bill of Lading or Rallread Seale weight tickets showing gross tere and 
met weights accompany statement 
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Exhibit Number 2 


STATE BOARD OF CONTROL Dave September 22, 1953 


of bid 
QUOTATIONS ON SUPPLIES OR MATERIALS Req’tn Hw 82 (sy) 
No. oc : 
FOR Bids will us 
TEXAS HIGHWAY DEPARTMENT be Received October 2, 53 


Ps QB ctee etc 





3 a oc Gan — Quantity | Ha ee sD 
No. ITEM (Give Complete Description) and U: | Unit P Site 


‘We sutimit herewith our quotation on the following material, al! charges prepaid F.0.B. care 











. oe ze ee —-4-——» Temas. sn geod order 

of fire al) ear guaranteed within An...duye after we ressive the purchase order, and subsequent shipments puersntend to at the rate of . 
~~-0are each degre thereafter | | 

__.At freight rate pf 


‘This quotation le based om shipment from - nn 





The préducer ts 


oe cenennmanenseneqemmenenenmnenes 
In the pvent the purchase order has not been issued = : December 31, ; 253 a oie i a fn demain 
upplertental agreement has been entered inte in the meantime extending i dered on what Hate « eoncolied unless @ 


expiration date 


| 
Cold Mix Limestone Rock Asphalt, THD Item 314, Type "C | 2100 Tons) 


i 
; | 
ALTERNATE: | | 
Hot Mix-Cold Laid Asphaltic Concrete Pavement, 2100 onal 


THD Item 319, Type "DD", The asphalt shall be 
| OA-230, THD Item 350 | 


\f.0.D. M.P. Ry., Team Track, Pleasanton, Texas 


- 
a 





jAny change in freight rate when adjusted by the shipper 
}on the statement as 4 separate item will be approved. 


PLEASE INDICATE TYPE OF MATEKIAL QUOTED ON. 











ann vith dixcoun ifered. @ be computed 16 days from date of i 
Sa ent after all material om order te delivered as specified. When Cash } | 
AE ( tatemen * delivery . etter date shall @ OME TEs, | | 
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IMPORTANT—CONDITIONS OF BID 
© falls to deliver all of these supplies by the promised delivery date (or, with substantial reasons for delay, within « reasonable time thereafter). or if sup- 
ted for fallure to meet specific the State reserves the right to purchase epecified supplies in the market, and charge the inerease in price and 
ng. if any. to the contractor tution + cancellations permitted without prior approval of the Board of Control 
. iptive, but pot restrictive, and is used only to indicate type and grade. Bids on other items of similar 

end equsi quality om the face of his proposal exactly what he intends to furnish, otherwise he shall be required to furnish the 
jtems as apecified on ension, wnit prices will govern. Uniess otherwise ebecified the State reserves the right te secept or reject 
im part, or in whole, any bid submitted, for the best interests of the State, Quotations subject to price increase will not be considered. 


The State of Texas is exempt from all Feders! Excise Taxes and Federal Transportation Tax. DO NOT include tax in your bid price or invoice. Taxable iteme qnust be so 
designated, und the State will supply contractor with Tax Exemption Certifiestes, properly executed 


Time. in connection with discount offered, will be computed 16 days from date of rece:pt of correct statement after ali material om order is delivered os syecified. When 
receipt of statement predates delivery of material, letter date shall govern. 


Bubmit bids in duplicate to the State Board of Control, Austin, Texas. Enclose in sealed envelope, address as shown at top of this form and show bid reference sumber 
end dete of bide close on outeide of envelope. 


All material purchased on tonage basis will be paid for only when prepeld freight bill, origina! Bill of Lading or Ratiroad Scale weight tickets showing gross tare end 
net weights accompany statement 
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STATEMENT RELATIVE TO PERCENTAGE DEPLETION FOR OIL AND GAs WELLS 


Submitted by Mid-Continent Oil & Gas Association, Independent Petroleum 
Association of America, Western Oil & Gas Association, American Petroleum 
Institute, and Rocky Mountain Oil & Gas Association 


This statement is submitted for the purpose of reviewing the background of 
the existing statutory provisions as applied to oil and gas wells. This statement 
will also serve as a report on how percentage depletion has operated to produce 
the results Congress contemplated at the time the provision was first incor- 
porated into the income-tax law. The industry is fully aware of the demands 
which the present hearings have made upon the members of this committee and 
as a consequence every effort has been made in the preparation of this state- 
ment to confine it to a brief review of the pertinent facts bearing upon the per- 
centage depletion deduction for oil and gas wells. If the committee should at 
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any time desire a more detailed statement, the industry will be glad to furnish 
one in as much detail as the committee may request. 

In order to understand the background of the percentage depletion provision 
and its nature and purpose insofar as oil and gas production is concerned, it is 
necessary that careful consideration be given to the factors which are involved, 
if the search for new reserves is to be conducted with any reasonable hope of 
success. 

Oil is where you find it—and it takes an awful lot of finding. It has been 
found in some quantity in practically every State in the Union and at depths 
ranging from a few hundred feet down to 3% miles. Oil does not come in 
lakes—as the term “oil pool” might indicate. It lies in the pores of rock forma- 
tions of certain geologic eras. Whben these formations are pierced by the drill- 
ing of a well the oil may be forced out of these pores by natural pressure in 
which case we have a naturally flowing well. In other cases artificial pressure 
must be applied in order to get the oil to the surface. The major problem of the 
oil industry, however, is to find the precise spot to drill the well. 

Oil is rarely discovered through finding oil seepages. The selection of a 
location which has oil possibilities requires long and arduous search. The gen 
eral geology of the country has been pretty well established. The oil industry 
knows what geological formations may contain oil and its task is to find the 
spots where oil has been trapped by the earth’s convolutions. 

The seareh usually starts with a reconnaissance survey which may cover hun- 
dreds of square miles. Such surveys may cost as much as $250,000. The results 
of these reconnaissance surveys may be entirely negative—not showing any 
indications of any areas of interest. On the other hand, they may show that 
some structures exist in the area which might be favorable to the accumulation 
of oil. The next step is to conduct a more intensive survey of such favorable 
areas with a seismograph or by core drilling. A seismograph survey consists 
of drilling a number of small holes, possibly 100 or 200 feet deep, exploding a 
charge of TNT or other explosive, and timing and recording the shock waves as 
they bounce off the rock formations below. From these records, a fairly accu- 
rate picture of the rock formations is obtained. A formation favorable for 
actually drilling a well may or may not be indicated. Core drilling surveys are 
usually conducted in areas where drilling is relatively easy and inexpensive. 
They consist of the drilling of small bore holes and the extraction of samples of 
the formations through which the hole is drilled. Seismograph and core drill- 
ing surveys may cost anywhere from $10,000 to $250,000 and more. 

Up to this point the oil operator may have spent as much as a half a million 
dollars and may still have not found a favorable location to drill. However, 
assuming he has discovered a location that might produce oil, his search hag 
by no means ended. He has merely reached the point of a manufacturing 
concern that has decided to build a factory in Hometown after having weighed 
the advantages and disadvantages of Hometown as a factory site. 

The operator must now obtain leases from the various landowners in the 
area so that he may drill his exploratory wells. This is not always as easy 
as it sounds and at its best involves lengthly negotiations with the landowners 
as well as shecking and curing titles. Most oil leases run for a period of 5 
years and call for an immdiate bonus to the landowner as well as an annual 
rental to be paid if drilling is delayed. In areas close to production and in 
areas in which a number of operators have shown great interest the bonus 
and rental payments may involve large sums of money—and the operator still 
has no assurance of discovering oil. Many oil operators constantly maintain 
a large number of undeveloped leases at all times. This results in the tying 
up of substantial sums of money for possible future drilling sites. 

Having obtained his leases, the operator now starts drilling—to determine 
whether he has acquired anything worthwhile. The cost of that first well 
depends on the type of formation to be drilled and the depth to which it goes, 
It may cost another $250,000 or more. The average cost of exploratory wells 
drilled in 1952 was approximately $103,000 per well. 

Of all wildeat wells drilled in the United States, only 1 out of 9 is a producer— 
8 are dry holes. And even that does not indicate the true odds because that 
producing well may not produce enough oil to be profitable. On the basis of 
information available at this time, only 1 wildcat out of 53 has discovered 
an oilfield which has added a million barrles or more to the Nation’s reserves; 
only 1 wildcat in 248 has discovered enough oil to add 10 million barrels or 
more to our reserves; and only 1 wildcate in 1,291 has discovered a field which 
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will add 50 million barrels or more to our reserves. The chances of finding 
a 50 million barrel field are less than 1 in 1,000. 

The risks and expenditures outlined above are not rare and unusual in the 
“ase of the oil operator. On the contrary they represent his way of life, and 
if new reserves of oil and gas are to be found there must be enough operators 
who have the courage as well as the risk capital to prosecute the search with 
vigor. Any factor which adds to the risk, increases the cost of the search or 
increases the odds against success, tends to slow up the activity. Obviously 
no one would incur such risks unless there was a sound basis for the belief 
that the “take home” rewards of success would exceed the costs. The 1 success 
must more than pay for the 8 failures, if the operator is to profit. 

The importance of adequate natural reserves of oil and gas was impressed 
upon Congress most forcefully during World War I. The reserves which had 
been developed prior to the war and which were regarded as more than suffi- 
cient to care for the needs of a peacetime economy were, because of their very 
rapid exhaustion due to wartime demands, viewed with increasing alarm as 
the war progressed. It was then that Congress began to consider the risks, 
such as are outlined above, involved in the search for oil and the heavy expend- 
itures necessary for the development of new sources of supply. Then for the 
first time, Congress evidently realized that the burden of a graduated income 
tax bore a definite relationship to the rate at which capital would be invested 
in the risky business of hunting for oil. Congress began to appreciate the fact 
that a tax law which did not distinguish between the hazardous search for oil 
and the more conservative and safe investments was one of the factors which 
was tending to slow up the development of new reserves at the very time when 
they were most needed. 

It was at that time in the Revenue Act of 1918 that Congress undertook to 
adopt provisions designed to remove some of the income tax deterrents which 
had previously operated to slow up the search for oil. The provision was 
denominated discovery depletion. It permitted the discoverer of a producing 
property who could demonstrate that the fair market value of the newly dis- 
covered reserve was disproportionate to the cost of the property on which the 
discovery was made to use as a basis for the depletion deduction the value of 
the discovery as distinguished from the cost of the property. By permitting a 
deduction based upon the value of the newly created wealth instead of limiting 
the risk taker to a recovery of the cost of the producing property, the adverse 
influence of the income tax was reduced and the prospective venturer was to 
that extent encouraged to take the risk. The discovery depletion provision was 
continued in the Revenue Acts of 1921 and 1924 with modifications limiting the 
deduction. 

The discovery depletion provision was, however, difficult to administer because 
it was often a complicated and expensive task to determine and prove the value 
of the newly discovered property at the time of discovery The resultant dis- 
putes between taxpayers and those charged with the administration of the tax 
law in this respect tended to slow up the closing of cases. By 1925, experience 
under the discovery depletion provision had demonstrated that the value of the 
oil in the ground tended to bear a somewhat uniform relation to the market 
price of the oil. In the Revenue Act of 1926, Congress made the transition from 
discovery depletion to percentage depletion in the case of oil and gas wells. The 
legislative history discloses that the rate of 27% percent of gross income from 
each property when limited so that it would not exceed 50 percent of the net 
income from such property in any year as adopted by Congress was regarded 
by the legislators as a reasonably fair approximation of what had been allowed 
the oil and gas industry under the discovery depletion provision, The real pur- 
pose of the change was to simplify the administration of the tax law without 
bringing about a substantial change in the revenue resuit. 

Although administrative officials have in the past occasionally advocated 
either the complete elimination of the deduction or a reduction in the percentage 
of gross income applicable to oil and gas wells, Congress has on each occasion 
carefully examined the problem and concluded that the national policy, as first 
established in the Revenue Act of 1918 and as simplified in the Revenue Act 
of 1926, should remain unchanged. 

The wisdom of the decision of Congress to retain the percentage-depletion 
provision with respect to oil and gas is well recognized by those who have taken 
the time and the trouble to give the matter the study and thought which it 
deserves. 
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For example, on January 31, 1947, the final report of the Special Committee 
Investigating Petroleum Resources, as submitted by Senator O’Mahoney, con- 
tained the following recommendations: 

“Recommendations for National Petroleum Policy: 

“* * * The first principle of American petroleum policy should be to sustain 
our domestic supply of petroleum and to maintain the American system of 
competitive free enterprise at home and abroad. The second is to make human 
freedom the cornerstone of our policy, liberty and opportunity for people without 
discrimination or restraint, both within and beyond our borders. To these ends 
we should: 

“1. Enact those laws which are most corducive to stimulating additional ex- 
ploration and development in the United States. Encourage conservation to 
prevent waste. Promote interstate compacts so that our reserves may be ex- 
panded and used in the public interest * * * Administer the public lands * * * 
for the purpose of stimulating private initiative in discovering and developing 
oil on the public domain. 

“2, * * * Enact such legislation as may be necessary to encourage secondary 
recovery from oil fields which otherwise would not be productive. 

3. Encourage free competitive enterprise by tax reforms to provide incentives 
for the risk of private capital in new ventures * * * continue the provisions 
of the income-tax law permitting deductions for depletion and intangible drill- 
ing costs * * *,” 

In June 1952, the President’s Materials Policy Commission, in its report 
entitled “Resources for Freedom,” made the following rerommendation : 

“That percentage depletion be retained because of its strong inducement to 
risk capital to enter the mineral industries but that the rates now provided 
in the Internal Revenue Code be raised no further.” 

In support of its recommendation, the Commission stated in part in volume IIT 
as follows: 

“The prospects for future production of crude oil in the United States depend 
primarily on the rate of exploration and its success. In the past the rate of 
exploration has been responsive to market conditions. Furthermore, dis- 
coveries have largely been proportional to the rate of exploration with such year 
to year variability as is to be expected from the uncertainties inherent in 
wildcatting. 

“The principal influence of public policy to date upon the rate of explora- 
tion for crude oil, beyond the provision of the general legal and social frame 
work in which the free enterprise of the wildcatter can flourish, is to be found 
in the tax system. In particular, the provisions permitting the expensing of the 
intangible costs of drilling and the charging of depletion as a percentage of the 
value of oil produced and sold have acted as powerful stimulants to exploration. 
If these provisions were removed, wildcatting activities would be sharply re- 
duced with two possible results. Either domestic petroleum prices would even- 
tually rise in response to reduced production, tending to restore the incentive to 
exploration, or more probably under present circumstances, imports would 
increase, 

“These tax provisions are discussed in volume I as they apply to the entire 
minerals industry. The conclusions there reached are in particular applicable 
to petroleum. It was there recommended that percentage depletion be re- 
tained because of its strong inducement to risk capital to enter the minerals 
industries fields but that the rates now provided in the Internal Revenue Code 
be raised no further. It was also suggested that there is one notable exception 
to this conclusion—exploration and development costs for minerals should be 
fully expensible for tax purposes because of the direct incentive this arrangement 
gives for capital to take risks in highly uncertain fields. Such expensing would 
be likely to be particularly important for the petroleum industry whose annual 
exploration and development costs are measured in billions of dollars.” 

The foregoing reports, which were prepared only after careful and painstaking 
research and examination, bear witness to the wisdom and effectiveness of the 
national policy as established by Congress. What has the oil and gas industry 
done to justify the national policy? Has it plowed its risk capital back into the 
search for new reserves? Has it been able to meet the increasing demand for 
petroleum products? Have its profits been reasonable in comparison with other 
industries? Has it provided its customers with satisfactory products at reason- 
able prices? Let us examine the record. 

Use of petroleum has expanded to the point that more than 62 percent of our 
peacetime energy requirements are now supplied by oil and gas. The people of 
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this country use 21 times more petroleum each year than all the rest of the free 
world, even though our population is only 8 percent of the free world total 
These improvements in living standards would not have been possible without 
a healthy and vigorous oil industry, willing to take the gamble in the searcna 
for oil. 

Percentage depletion has encouraged the oil operator to invest the huge sums 
of money that have resulted in this Nation having the supplies of oil necessary to 
maintain its position of leadership in times of peace and war. The industry has 
spent much greater sums than the savings in taxes in its efforts to find new 
reserves, 

Increases in demand have been enormous. Daily average crude oil production 
in the United States has increased from slightly over 2 million barrels in 1925 
to substantially over 6 million barrels in 1952, a more than threefold increase. 
But oil finding hes increased at a more rapid rate, crude oil reserves increasing 
from 8% billion barrels in 1925 to 28 billion barrels today. During the same 
period, we were producing nearly 37 billion barrels, more than 4 times as much 
as the 1925 known reserves. 

In addition, proved reserves of natural gas have increased from 25 trillion 
cubic feet in 1925 to almost 200 trillion cubic feet in 1952. 

These phenomenal increases in proved reserves required the expenditure of 
vast sums of money in exploration and development. That these expenditures 
were derived from the reinvestment of capital within or the attraction of new 
eapital into the industry, not from excessive charges to the consumer, is evident 
from the fact that gasoline sells ex-tax today at a price only slightly higher than 
the 1926 price. Few commodities indeed have a price record as favorable to the 
consumer as the petroleum group. These consumer benefits could not have 
been accomplished without the incentives of percentage depletion to attract 
capital into exploration. 

The fabulous profits sometimes attributed to the petroleum industry are not 
supported by the record. Inspection of the record for the period 1925-52, as 
reported annually by the National City Bank of New York, indicates that the 
return on investment. in oil companies (91 companies in 1952) bas been lower 
than in manufacturing corporations generally (1,697 companies in 1952). These 
statistics show that for this 28-year period the average return on the capital 
invested was 10.1 percent for oil companies and 11.3 percent for manufacturing 
companies. In only 5 of the 28 years did oil companies earn a higher rate of 
return than did manufacturing companies. 

In considering the subject of profits, it is recognized that an important function 
of profits in any industry is to bring in enough capital to meet the demand for 
the industry’s products. When approached from this basic point of view, it 
seems unquestionable that profits of the oil industry have not been excessive. The 
capital attracted into the business has been enough to find substantial amounts 
of new reserves. However, demand even for peacetime, has expanded so rapidly 
that the industry has been able to develop little more than the productive capacity 
needed currently. The Petroleum Administration for Defense has predicted that 
by 1955 domestic demands for crude oil and other petroleum liquids will be 
S.178,000 barrels daily. This represents an increase of 126 percent over 1940. 
If the United States shoul become involved in another big war, the requirements 
for oil would be much greater. The only effective way for the Nation to develop 
this productive capacity is to maintain rather than reduce the profitability of 
oil production. 

On the basis of the foregoing, it is respectfully submitted that the policy as 
established by Congress in the Revenue Act of 1918 has worked as Congress 
intended it to, and as a consequence the percentage-depletion provisions of the 
Internal Revenue Code pertaining to oil and gas wells should be retained in the 
law without modification or change. 


STATEMENT OF THE NATIONAL ASSOCIATION OF MANUFACTURERS ON ToPiIc 38, 
DEPLETION AND EXPLORATION EXPENDITURES 


The association has long been on record in favor of adequate provisions for 
depletion, and reaffirms this position here. The policy of depletion allowances is 
especially important because of the heavy burden of exploration and development 
imposed upon the Nation’s extractive industries by the high levels of production 
and consumption of our natural resources. 
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Under present law, taxpayers are allowed to expense expenditures in explora 
tion for mineral deposits not to exceed $75,000 annually and to apply in only 4 
taxable years. The materials policy commission has suggested removal of both 
the 4-year and $75,000 limitations. With the removal of these limitations, the 
taxpayer’s consistent policy of expensing exploration and development costs 
should be accepted for tax purposes. 





STATEMENT OF NATIONAL CLAY PIPE MANUFACTURERS, INC., WASHINGTON 6, D. C. 


This statement is presented on behalf of the vitrified clay sewer pipe manu- 
facturers of the United States for the purpose of (1) urging that fire clays and 
shales be continued on the eligibility list of minerals entitled to percentage de- 
pletion, and (2) ask that consideration be given to a more equitable depletion 
rate for refractory type shales. 

Vitrified clay sewer pipe is the only material that has been proven chemically 
inert and impervious to the destructive forces of gases, acids, alkalies, sludges, 
and disintegrating liquids found present in sanitary sewers. For this reason 
the clay pipe industry is essential to the health and welfare of the Nation. 

Vitrified clay sewer pipe is manufactured and sold under rigid specifications 
set by the American Society for Testing Materials. To meet these high stand 
ards (density of body for strength and low absorption, glaze and dimensions) 
only refractory Clays and refractory type shales are usable as raw materials, 

The clay sewer pipe industry is a highly specialized but not highly profitable 
industry. The investment in plants and equipment is so great as to provide 
little incentive in view of the limited profit possibilities. The economic factors, 
coupled with constantly recurring clay problems (see subsequent paragraph) 
have over the years brought about a reduction of production facilities in the 
United States. 

The minerals used by this industry are found in limited quantities necessi- 
tating continual geological exploration to assure supplies for continuous opera- 
tions. During recent years many sewer-pipe plants have been abandoned, due 
to exhaustion of clay deposits. The industry fell far short of meeting the de 
mands made upon it during World War II for defense and war facilities and 
during the postwar period for housing, municipal sewerage systems, etc. There- 
fore it is extremely important that percentage depletion allowances be kept 
permanently in the law to provide the added incentive necessary for greater 
production and to partially offset the financial risks incurred because of the 
scarcity of suitable clays and the high cost of prospecting for such clays 

Generally speaking, two types of materials are required in the manufacture 
of pipe, i. e., refractory or fire clay and high grade or refractory type shales. 
The refractory clay helps maintain the shape and dimensions of the product dur- 
ing the burning process and the refractory type shale adds strength and mini- 
mizes absorption. 

There are substantial quantities of shale on or near the surface of the earth, of 
which only a very smali proportion is suitable as a material to incorporate into 
the mixture to form a sewer-pipe body Only the better grade shales can be 
glazed and have the refractory properties that enable the pipe to maintain its 
tall, cylindrical shape at high temperatures in the kilns during the burning 
process. 

The present law provides percentage depletion rates for clays and shales used 
in the manufacture of sewer pipe as follows: 


Percent 
Shale hl tthiccce Seba iS at SEIS ; Fa ee 5 
Refractory and fire clay bil ee ees 15 


The type of shales usable in the production of sewer pipe are at least as 
scarce and as difficult to locate as fire clays, for which a 15-percent depletion 
rate is provided. Usable refractory type shale is like oil, “it’s where you find it” 
and for that reason such shale should be entitled to the same 15-percent rate 
that is allowed for refractory and fire clay. This would eliminate the present 
gross inequity between rates for refractory and fire clays and refractory type 
shale, and its effect on Federal revenues would be negligible—estimated at not 
to exceed $750,000 per annum. 


37746—53—pt. 3 40 
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The facts briefly stated herein with respect to clays and shales can be supported 
by independent authorities and technologists. The clay sewer pipe industry will 
be glad to provide expert testimony and any additional facts that may be asked 
for in support of its position in this matter. 








STATEMENT IN SUPPORT OF PERCENTAGE DEPLETION FOR CRUSHED STONE PRODUCERS 
BY NATIONAL CRUSHED STONE ASSOCIATION, WASHINGTON, D. C. 


Mr. Chairman and gentlemen, my name is Russell Rarey and I am president 
of the Marble Cliff Quarries Co. at Columbus, Ohio, and I am chairman of the 
percentage depletion committee of the National Crushed Stone Association. This 
statement is presented today on behaif of that association. 

The National Crushed Stone Association reaffirms its belief in the long- 
recognized congressional policy that allowances for the depletion of natural 
resources should be determined on the basis of a percentage of gross income, and 
in the application of this policy to the stone industry. 


INEQUITIES CREATED BY MULTIPLE RATES FOR THE STONE INDUSTRY 


One of the basic reasons for percentage depletion was that the previous deple- 
tion system was “* * * neither simple in its application nor equitable in its 
results. The * * * system * * * [was] not only inequitable between taxpayers 
in the same branch of the mining and quarrying industry, but the distribution 
between the different branches * * * [was] unjust.” (Staff Report on Depletion, 
Joint Committee on Internal Revenue Taxation, 1929, p. 22.) 

(a) Discrimination between the stone industry and its competitors.—When 
this association appeared before your committee in 1951 we adhered to our prior 
request for a uniform rate as follows: 

“We * * * hold strongly to our previous position that the allowance should 
be 15 percent as now accorded rock asphalt, ball and sagger clay, china clay, ben- 
tonite, vermiculite, iron ore, lead, zinc, and barite, all of which are directly 
competitive with crushed stone and agricultural limestone; and as accorded 
potash, phosphate rock, and trona, which are indirectly competitive. Further, 
an allowance of 15 percent seems justifiable when it is realized that highway 
construction and maintenance enjoy through the industry of their origin (petro- 
leum), a 2742-percent depletion allowance” (House hearings, p. 1634). 

We now reatlirm this position and recommend adoption of a 15-percent uniform 
rate for the stone industry. 

(b) Discrimination beiween members of the stone industry.—The Revenue 
Act * which followed the joint committee report of 1929, cited above, fixed a uni- 
form percentage depletion rate of 15 percent for all metal mines. The revenue 
bill of 1949, as it passed the Senate, added stone to the percentage depletion pro- 
vision at 15 percent for all quarries. 

These Senate-approved additions, including the flat 15 percent rate for all stone 
deposits, were postponed when the bill went to conference. 

As the Revenue Act of 1951 was finally enacted it contained three different 
rates for stone: 15 percent for limestone, chemical grade and metallurgical 
grade; 10 percent for calcium carbonates, magnesium carbonates, and dolomite; 
and 5 percent for stofhe. Stone in all of these categories in many instances is i 
quarried by the same company, and in some instances from the same quarry. j 

It is apparent, therefore, that with three rates of percentage depletion applied 
to the product of our industry inequalities of tax treatment exist as between 
different and competing individual members of our industry. Establishment of 
a uniform rate of 15 percent for all of the products of our industry would not 
only cure this defect but also resolve numerous administrative problems these 
inequalities create. 





ADMINISTRATIVE DIFFICULTIES DUE TO DIFFERENT RATES FOR STONE QUARRIES 


As we have indicated, one of the original objectives of percentage depletion 
was to simplify administration. And we understand this to be a prime objective 
of the present effurt to revise the Revenue Code. The difficulties involved in 
applying different depletion rates to stone quarries present serious administrative 
problems to the Treasury Department. It took the Department from October 20, 


1The Revenue Act of 1932 
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1951, to July 18, 1953, over a year and a half, to devise and issue regulations 
covering the application of the depletion provisions of the Revenue Act of 1951. 

The new Regulations establish an exclusive end-use test to determine the rate 
to which certain stone products are entitled. The National Crushed Stone As- 
sociation, without taking a position on the question of whether these ad- 
ministrative end-use tests, or definitions, are sound or wise as a matter of 
legislative policy, has challenged the legal validity of these and other parts of 
the Regulations by the filing of a statement witli the Treasury Department at 
the time they were proposed. A copy of that document is attached as a part of 
this statement. A single 15-percent rate for all stone quarries would, of course, 
eliminate the administrative problem of defining the stone industry products to 
which the different rates now apply. 

We respectfully request that the committee review the percentage depletion 
provisions of the Revenue Code applicable to the stone industry for the purpose 
of removing such inecuities as it may find to exist. 





STATEMENT ON BEHALF OF NATIONAL CRUSHED STONE ASSOCTATION IN OPPOSITION 
To CERTAIN PROPOSED PERCENTAGE DEPLETION REGULATIONS 


INTRODUCTION 


The Commissioner of Internal Revenue, by his “Notice of Proposed Rule Mak- 
ing” published in the Federal Register for Wednesduay, October 29, 1952, gave 
notice that certain regulations therein set forth were proposed to be prescribed 
by the Commissioner with the approval of the Secretary of the Treasury. This 
notice gave assurance that prior to the final adoption of such regulations “consid- 
eration will be given to any data, views or arguments pertaining thereto which 
are submitted in writing within 30 days of the date of publication.” 

The data, views or arguments pertaining to the proposed regulations contained 
herein are submitted by National Crushed Stone Association in the interests of 
that industry. They represent the results of extended and careful consideration 
of the industry problems involved, including potential infringement upon legal 
rights of individual producers, by the appropriate officers, committees and staff 
of National Crushed Stone Association. While the Commissioner may receive 
under his “Notice of Proposed Rule Making” further or additional data, views 
or arguments from individual companies, the material herein submitted by 
National Crushed Stone Association should not be viewed as infringing upon, 
modifying or influencing in any way such expressions as may be made by indi- 
vidual member companies as individual taxpayers nor their individual position 
under the internal revenue laws. 

National Crushed Stone Association does not herein object to or take exception 
to all of the percentage depletion regulations which the Commissioner proposed 
to prescribe. While many provisions of the proposed regulations leave much 
to be desired from the point of view of clarity, facility of administration, ease 
of application, conformity to law, and perhaps other aspects, we refrain from 
comment on these subjects in the interest of directing our most forceful attention 
to three phrases of the proposed regulations. These are the Commissioner's 
proposals: 

I. To inject an exclusive end-use test into the definitions of certain products 
of our industry for purposes of ascertaining the applicable percentage allow- 
ance for depletion (Par. 3 (b) of proposed amendments to sec. 29.23 (m)-5). 

II. To inject into the statutory definition of “ordinary treatment processes” 
a regulatory exclusion from the term relative to “fine pulverization” (item 
4 of par. 1 (B) amendment to sec. 29.23 (m)-1 (f)). 

III. To inject into the statutory definition of “ordinary treatment proc- 
esses” a regulatory exclusion from the term relative to certain “thermal 
action” (item 3 of par. 1 (B) amendment to sec. 29.23 (m)-1 (f)). 

National Crushed Stone Association, for the reasons which are set forth fully 
below, opposes the inclusion of these three proposals in the Treasury Depart- 
ment’s percentage depletion regulations in their application to this industry. 
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PROPOSITION I--THE UNAUTHORIZED INJECTION OF THE END-USE CONCEPT INTO THE 
DEFINITIONS OF OUR NONMETALLIC MINERALS AND INTO THE BASIS OF ASCERTAIN- 
MENT OF APPLICABLE DEPLETION PERCENTAGE SHOULD BE ELIMINATED 


For the first time in the history of the crushed stone industry the Commissioner 
proposes to define some of the nonmetallic minerals it produces through the 
medium of a standard or yardstick stated in terms of the manner in which the 
minerals are “used or sold for use.” (Par. 3 (b) of proposed amendments to 
sec. 29.23 (m)-—5 as amended by T. D. 5645). The proposed regulations would 
define the statutory terms of concern to our industry as follows: 

1. “Limestone, chemical grade” would be defined so that the term “shall have” 
the meaning “limestone used or sold for use in the chemical trades.” 

2. “Limestone, metallurgical grade” would be defined so that the term “shall 
have” the meaning “limestone used or sold for use in the production of metals.” 
Calcium carbonates” would be defined so that the term “shall have” the 
meaning “miscellaneous limestones and other calcium carbonate rocks (not spe- 
cifically provided for at a 5-percent or 15-percent rate of percentage allowance) 
such as cement, rock, and limestone used or sold for use in soil treatment. This 
classilication does not include rock or minerals’ used or sold for use as ballast, 
roadmaking, or other purposes for which chemical composition is not a major 
requirement.” 

Under the Commissioner’s proposal, therefore, the statutory terms descriptive 
of some of our industry’s most important mineral products would be defined by 
regulation in terms of their end use. Moreover, such end-use test is an exclusive 
one. The proposed regulations would provide that the terms “shall have” the 
given end-use meaning. These words are mandatory in nature. They are also 
exclusory in nature. The result is that under the Commissioner’s proposals all 
other possible meanings of the terms would not apply. They would be excluded 
for all purposes of percentage depletion. 

The crushed stone industry is vitally concerned with and affected by the above 
three proposed new definitions which are based upon such an exclusive end-use 
concept. It notes with much interest and grave concern that as to only one 
other class of nonmetallic mineral other than its own is this test proposed to be 
applied. 

National Crushed Stone Association is opposed to the end-use definitions above 
set forth and earnestly and sincerely recommends their deletion from the pro- 
posed regulations for the following reasons: 


2 
oO. 


A. The definitions proposed are contrary to the clearly erpressed intent of the 
Congress 

The terms involved as above set forth (but not their definitions) were for 
the first time included among those nonmetallic minerals to which percentage 
depletion is made available by statute through the provisions of section 319 of 
the Revenue Act of 1951 (Public Law 183, 82d Congress) amending section 114 
(b) of the Internal Revenue Code. From the time the legislation leading to 
enactment was first introduced (H. R. 4473, Union Calendar No. 188 (Report No. 
586, June 15, 1951) ) up to and including final passage the designation of those 
of the above minerals entitled to the 15-percent rate of percentage depletion 
remained unchanged. That designation was “metallurgical grade limestone,” 
and “chemical grade limestone,” and these terms so appear in the law as of 
today. 

The term “calcium carbonates” was first included in the legislation during the 
debate on the Revenue Act of 1951 in the Senate (Daily Congressional Record 
for September 25, 1951, p. 12, 539). The full term accepted at that time for 
inclusion in the bill was “calcium and magnesium carbonates.” This term was 
accepted in the Senate on the basis, as expressed both by its sponsor and the 
chairman of the Senate Finance Committee, that the term was already included 
in other mineral-describing terms in the legislation then under consideration. 

Thus it is clear that during the entire course of this legislation through the 
Congress not only were a great many terms descriptive of numerous nonmetallic 
minerals involved in the legislative consideration of the matter, but also that 
the same descriptive terms as to 15 percent limestones were used throughout 
and that caleium carbonates were included in the bill on the basis that these 


se of the terms “rock or minerals” by reason of the 
rl minerals”’ in Regulation 111, see. 29.23(m)—1(d) 
b ling stone, cement rock, magnesite, marl, et¢ 
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terms would merely make certain as to minerals already included in the bill. A 
matter of still further significance lies in the fact that throughout Congress’ 
extended consideration of the percentage depletion provisions at no point do the 
committee reports nor the legislative debates provide any suggestion of record 
that the terms used in reference to nonmetallic minerals be defined solely and 
exclusively on the basis of end use as proposed by the Commissioner. 

This is not to say that the Congress did not consider the problem of differentiat- 
ing between the different terms used—a matter of obvious importance in view 
of the differing rates of percentage depletion accorded numerous different min- 
erals. On the contrary, the history of the legislation shows clearly that this 
matter of definition was carefully considered and doubtless the Congress con- 
ceived that it had resolved the matter. It will therefore come as something of 
a shock to the Congress to learn that as evidenced by the Commissioner’s pro- 
posed regulations the matter is not only unresolved, but that the Commissioner 
proposes definitions which are contrary to and fly directly in the face of the 
pronounced and recorded congressional intent. 

The congressional intent respecting the meaning to be accorded the numerous 
nonmetallic minerals to which it made percentage depletion available (includ- 
ing, of course, the 3 terms above referred to which the Commissioner would define 
by an end-use test) are clearly spelled out in 4 important statements in the 
congressional committee reports. They provide, we submit, a complete and 
exclusive basis for defining the numerous nonmetallics to which the statute 
was extending a percentage depletion allowance. Against the possibility that 
these may have escaped the attention of the Commissioner, they are restated 
in full: 

1. “It is the intention, in including stone in the 5 percentage depletion category, 
to limit such term to its commonly understood meaning. Thus, depletion would 
be allowed in the case of common stone which is crushed for use in building roads 
but would not be allowed in the case of precious stones such as diamonds.” 
[Emphasis supplied.] (Conference Report, Revenue Act of 1951, H. Rept. 1213, 
82d Cong., p. 77.) 

2. “The names of all the various enumerated minerals are of course intended 
to have their commonly understood commercial meaning. For example, the term 
‘thenardite’ applies to sodium sulphate, also known as salt cake; the term ‘trona’ 
to sodium carbonate and sodium bicarbonate, also known as soda ash; and the 
term ‘borax’ to boron minerals generally.” [Emphasis supplied.] (Report of 
Senate Committee on Finance (8S. Rept. 781, 82d Cong., p. 38).) 

3. “Under the conference agreement calcium carbonates are granted an allow- 
ance of 10 percent, while marble, which is a calcium carbonate, receives 5 percent. 
It is intended, in any case where a mineral is specifically provided for at a stated 
rate of percentage allowance, that the specific provision will govern over the 
allowance provided (whether higher or lower) for a more general classification.” 
[Emphasis supplied] (Conference Report Revenue Act of 1951, H. Rept. No. 1213, 
82d Congress, p. 77.) 

4, “In the allowance of percentage depletion for these items, your committee 
does not intend to reduce allowances now granted. For example, potash is al- 
lowed percentage depletion at 15 percent under present law, and your committee 
does not intend to reduce this allowance with respect to potash or any of its 
salt derivatives which are presently receiving percentage depletion at 15 percent.” 
{Emphasis supplied.] (Report of Senate Committee on Finance, S. Rept. 781, 
p. 37.) 

Note well that: 

1. Congress was clearly cognizant of the same definition problem the Com- 
missioner seeks to solve. 

2. Congress clearly provided a solution of the problem of defining the minerals 
it had enumerated. 

3. The Congress did not adopt, but rejected defining the minerals on the basis 
of end use. 

4. The Congress did define the enumerated minerals as having “their com- 
monly understood commercial meaning.” 

Moreover, we find it puzzlingly inconsistent for the Commissioner to follow 
the “commonly understood meaning” test as to his definition of “stone’—the 
allowance for which is 5 percent—but not as to his proposed definitions for 
“metallurgical grade limestone,” “chemical grade limestone,” and “calcium 
carbonates”’—the allowances for which are at the higher rates. The Senate 
Finance Committee report above quoted makes it crystal clear that the “com- 
monly understood” standard relates to “all” the various enumerated minerals and 
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not merely to “stone.” Moreover, the above House report reference to stone 
being defined in accordance with its commonly understood meaning certainly 
does not limit this standard to stone alone. On the contrary, through its subse- 
quent reference to “common stone which is crushed for use in building roads” the 
House report makes clear that the end-use test, if applicable at all, is applicable 
only in conjunction with and as a part of the more general standard prescribed 
by the Congress for arriving at the meaning of the term; namely, its “commonly 
understood meaning.” 

In other words, while it might be possible for the use to which a mineral is 
put to be one factor along with other factors for consideration in arriving at its 
“commonly understood meaning,’ nowhere in the legislative history is it sug- 
gested, as the Commissioner proposes, to make the use test the exclusive standard 
for defining these terms. On the contrary, the congressional insistence upon the 
terms being intended to have their “commonly understood commercial meaning” 
(and not exclusively some other meaning, such as a meaning derived from the 
nature of the use of the mineral) demonstrates that the Congress has expressly 
disavowed and rejected the definition test which the Commissioner proposes. 

It is therefore respectfully suggested that the Commissioner modify his pro- 
posed regulations to eliminate the end-use test as applied to the minerals above 
referred to; namely, metallurgical limestone, chemical grade limestone, and cal- 
cium carbonates, 


B. The proposed definitions violate fundamental principles of construction of 
revenue laws 

Even in the absence of a clear expression of congressional intent respecting 
the meaning of the mineral terms of concern to us (which, as above noted, is 
not the case here) the Commissioner’s proposed regulations defining on the basis 
of end use would nevertheless be improper. This is for the reason that they 
would violate established principles of statutory construction laid down in 
numerous decisions, including those of the Supreme Court of the United States, 
respecting the construction to be accorded the terms of a revenue law. For the 
courts and leading tax authorities have uniformly held that the terms of tax 
statutes must be construed in their ordinary commercial sense, 

Thus, in Lutz v. Magone (153 U. S. 105, 38 L. ed. 651, 652), the United States 
Supreme Court clearly stated the principle when it said: 

“*s * * Tt is entirely well settled, however, that in the interpretation of the 
revenue laws, words are to be taken in their commonly received and popular sense, 
or according to their commercial designation, if that differs from the ordinary 
understanding of the word.’ [Emphasis added.] 

Again, in Crane Company v. Commissioner of Internal Revenue (311 U.S. 1,6), 
our highest Court said: 

“* * * words of statutes—including revenue acts—should be interpreted where 
possible in their ordinary, everyday senses.” [Emphasis added.] 

To the same effect are many decisions, including DeGanay v. Lederer (250 
U. 8S. 376, 381); Old Colony Railroad Company v. Commissioner of Internal 
Revenue (284 U. 8. 552, 560 (and cases therein cited) ); U. S. v. Isham (84 U.S. 
496, 504), and numerous citations of lower courts. 

Merten’s Law of Federal Income Taxation states, with copious citations (p.77), 
the principle thus: 

“A frequently repeated statutory construction rule is that for ascertaining 
the legislative intent the first resort is to the natural ordinary and familiar 
meaning of the words used, which will be so applied unless Congress has definitely 
indicated that they are to be construed otherwise. The plain and obvious and 
rational meaning is always preferable to any curious hidden sense that only the 
exigency of a hard case and the study of powerful intellect can discover. The 
common understanding of words controls and not some esoteric concept derived 
from subtle and theoretic analysis ... they should be interpreted accord- 
ing to their popular acceptance and not with subtilities. The courts will not 
supply some recondite meaning not suggested by the words or context.” 
[Emphasis added. ] 

Nor is the sound and practical reason for this rule difficult to ascertain. That, 
too, has been recognized by the courts. In enacting revenue laws Congress * 
dealing with income and deductions from income resultant from the constant 
flow of trade and commerce. Accordingly, as the Supreme Court said in Tyng 
v. Grinnell, 92 U. S. 467, 470, our revenue laws employ words according to their 
commercial designation “as those who frame such laws are chiefly governed 
by the appellations which the articles bear in our own markets and in our 
domestic and foreign trade.” The Court further said that such laws “are in- 
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tended for practical use and application by men engaged in commerce; and hence 
it has become a settled rule, ... to construe the language adopted by the 
legislature, and particularly in the denomination of articles, according to the 
commercial understanding of the terms used.” 

And as still another court has expressed it : 

“Gross income and deductions flow from trade, commerce and dealings 1n 
property carried on in the ordinary business way and in the determination of 
taxes, men should measure both by ordinary, everyday business standards.” 
Rhodes v. Commissioner of Internal Revenue, 100 Fed. (2d) 966, 969. 

These basic principles of construction have also been applied by the courts 
directly to cases involving the construction of the percentage depletion pro- 
visions of the Internal Revenue Code. Thus, in Ozark Chemical Co. vy. 
Commissioner of Internal Revenue, 125 Fed. (2d) 1, 2, the Court said: 

“Great emphasis is placed on the definition of a mine or mineral. Many 
authorities, including decisions by Federal and State courts, Webster’s Inter- 
national Dictionary and general reference works, defining mines and minerals, 
are cited 

“We are not concerned here with a technical, scientific definition of a mine 
or mineral. Our problem is to determine what Congress meant by the use of 
these terms in the applicable revenue act. Did it have in mind the ordinary 
accepted and understood meaning of the word ‘mines’ and ‘minerals’ or a highly 
scientific one established through laboratory research and investigation? 

“The ordinary accepted meaning of a ‘mine’ is anexcavation. * * * 

© * * cs * * * 
“These definitions express the generally accepted and understood meaning of 
the words ‘mine’ and ‘mineral’.”’ 

“When Congress used these terms in the 1934 act it was dealing with revenue 
and taxation. Taxation is imminently practical (citing cases). ‘It is our con- 
clusion that in framing the 1934 Revenue Act, Congress used the term “mines” 
and “minerals” in their usual and ordinary accepted meaning.” [Emphasis 
added throughout all citations. ] 


C. The proposed definitions are contrary to the expressed holding of the Tar 
Court 


Not only do the end-use definitions of certain nonmetalic minerals proposed 
by the Commissioner fly in the face of a clearly expressed congressional intent 
and subvert fundamental tenets of statutory construction of revenue laws, but 
the Commissioner’s end-use proposals seek to neutralize and defeat the position 
of the Tax Court of the United States on this precise point. Whatever may be 
said for the right of the Commissioner to fail to acquiesce in the decision of the 
Tax Court, it seems to us to be an entirely different matter for the Commissioner 
to attempt a virtual reversal of a Tax Court decision through the device of an 
exercise of the authority to issue regulations granted him under section 62 of the 
Internal Revenue Code. The propriety and reasonableness of the Commissioner’s 
action are the more questionable when they are taken not only squarely in the 
face of a contrary congressional intent and contrary to established principles of 
statutory construction, but also squarely in the face of the Commissioner’s own 
acquiescence” in the pertinent portion of the Tax Court’s decision. 

The case involved, of course, is International Talc, Inc. vy. Commissioner of 
Internal Revenue, 15 TC No. 128. Therein the Tax Court had for consideration 
the precise question of the proper basis for defining nonmetallic minerals here 
under consideration except that it involved a different nonmetallic mineral. 
The mineral involved was “tale.” In the International Tale case the Tax Court 
found as a fact that: 

“Tale is an alteration material, pseudomorphie after rocks and minerals 
containing magnesium. It occurs in nature in many forms and types (i. e., 
fibrous, foliated, massive, granular) varying quite widely in chemical com- 
position.” (15 TC No. 128, p. 2) 

Thus, geologically speaking, tale is formed by geological processes down the ages 
through the slow alternation of rocks and minerals containing magnesium. Some 
of these minerals (e. g., dolomite) in their original unaltered form may be said to 
constitute minerals with which the crushed stone industry is concerned. The Tale 
decision is therefore peculiarly apposite. 





2 We are advised that on September 17, 1952, the Commissioner announced his acquies- 
cence on issue I (re: the meaning of “talc’’) and his nonaquiescence on issue II (re: 
“ordinary treatment processes’’) of the Jnternational Tale decision. 
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Since in the International Talc case the Commissioner had sought to apply a 
statutory 15 percent depletion allowance for “talc’’ on the basis of his hypothet- 
ical sales price for the chemically pure content of the tale ore at the head of the 
mine, it became necessary for the Tax Court to first ascertain the scope and 
definition of the term “tale” as used in the identical percentage depletion pro- 
visions of the Internal Revenue Code as are here involved. Moreover, bear well 
in mind that in considering the definition of this term as used in the Revenue 
Act of 1942 (prior to the inclusion of the crushed stone industry products in 
the Revenue Act of 1951) the Tax Court conclusions on this question were ar- 
rived at entirely without the benefit of the evidence of the congressional intent 
as made available by the Congress (see above) in its enactment of the 1951 act. 

rhe Tax Court, nevertheless, explicity held: 

“Starting with the readily to be accepted premises that Congress, in legis- 
lating, deals with realities and uses words and terms in their ordinary, obvious, 
and generally accepted meanings, we find no evidence in the legislative history 
of the depletion statutes that, in granting the right of depletion to producers of 
talc, Congress meant ‘theoretically or chemically pure tale’ or tale ore nor any- 
thing other than tale as the product was known in industry and commerce, spe 
cifically the product sold by petitioner and other producers.” (15 TC 128, p. 6) 

- a . * * * a 

“The proponents of the legislation were practical businessmen, not scientists. 
All reasonable inferences from an extensive examination of the legislative history 
point the same conclusion—that the word ‘talc’ was used in its generally accepted 
commercial and industrial interpretation. (15 TC 128, p. 7) 

7 o . = “ - + 


“* * * Respondent’s [i. e., the Commissioner of Internal Revenue] approach to 
the problem is predicated on a purely hypothetical concept and ignores entirely 
the realities of the talc industry.” (15 TC 128, p. 8) 

The holding in the Talc case as to the meaning of “talc” as used in the deple- 
tion statute is thus clearly shown to be entirely consistent with the basic prin- 
ciples of statutory construction above referred to. Indeed, the court takes it 
to be a “readily accepted premise” that Congress uses words “in their ordinary, 
obvious, and generally accepted meanings.” The Tale holding is also entirely 
consistent with the legislative intent expressed in the course of the enactment 
of the 1951 Revenne Act. Indeed, even without the benefit of these specific ez- 
pressions of such intent now available, the Court held that “all reasonable in- 
ferences from an extensive examination of the legislative history [i. e., of the 
prior act] point the same conclusion—that the word ‘talc’ was used in its gen- 
erally accepted commercial and industrial interpretation.” 

The Tax Court’s holding, as the foregoing expressions demonstrate, not only 
lends no support to the Commissioner’s exclusive “end-use” test for ascertaining 
meaning, but specifically and completely rules against it. For tale was found 
to be talc, not by reason of the uses to which it is put, nor by reason of the classes 
of people who buy it, but rather tale is found to be tale because the talc in ques- 
tion was “talc as the product was known in industry and commerce.” The fact 
that tale may be used in paint manufacture or face powder was of no materiality 
whatsoever on the question. 

Moreover, the Commissioner has now acquiesced (see footnote 2 above) in 
that portion of the Tale decision referred to above. Having thus accepted the 
Tax Court’s basis of definition as applied to tale under the 1942 act, it appears 
to be glaringly inconsistent and completely unreasonable for the Commissioner 
to now seek to impose “end-use” tests under the 1951 act. Indeed, the legisla- 
tive aid to construction provided under the 1951 act and referred to above not 
only emphasizes the validity of this proposition, but makes the Commissioner’s 
position entirely untenable. 

The only sound and proper disposition of the matter, we respectfully submit, 
is for the Commissioner to eliminate the “end-use” test of his proposed regula- 
tions as to the above minerals with which our industry is concerned. 


D. The proposed “end-use” definitions ignore the realities of our industry 


A further ground for National Crushed Stone Association opposing the pro- 
posed “end-use” definitions of the three nonmetallic minerals above referred to 
as used in our industry is that they effect arbitrary, harsh, and unreasonable 
restrictions on the availability of the higher percentage allowances to us through 
ignoring or overlooking “the facts of life” as they exist in our industry. 

1. “Fines”.—The basic process of the crushed stone industry involves “making 
little ones out of big ones.” We obviously cannot “make big ones out of little 
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ones.” Initially the “big ones” are in the form of minerals in massive natural 
deposits in the earth. They are extracted from the earth and through blasting, 
crushing, grinding, etc. reduction in the size of the mineral deposit is effected. 
However, since the extent of the size reduction in the crushing and grinding 
process cannot be precisely controlled—no more than the size of glass fragments 
can be controlled when a light bulb is hurled to the ground—it is inevitable 
that a certain amount of so-called “fines” will result from the blasting, crushing 
and grinding processes. 

To illustrate, metallurgical limestone is used as flux in blast furnaces, usually 
in relatively large sizes and ranging approximately from 6 inches to 1% inches. 
In order to produce a thousand tons of fluxing stone of such sizes a producer 
would have to blast out of his quarry approximately 1,350 tons of the crude 
material. The initial blasting, plus the successive crushing and grinding proc- 
esses to reduce the natural mineral deposit to the desired size of fluxing stone, 
would entail a loss of approximately one-third of the total tonnage by which 
the natural deposit had been depleted. This is because the nature of our prod- 
ucts and the nature of our processing is such that necessarily and inevitably, and 
entirely without any possibility of control by the producer, that amount of stone 
is crushed and ground to a size which is smaller than the fluxing stone size 
specified by the customer. 

Consequently, even under the end-use definition proposed for “limestone, metal- 
lurgical grade” (to follow the above example, but which principle is equally 
true as to “limestone, chemical grade” and “calcium carbonates’) despite the 
fact that a quantity of fluxing stone was actually “used or sold for use” in the 
production of metals, the quantities extracted from the producer’s natural de- 
posit and the extent to which his natural resource is actually depleted in order 
to effect such a sale actually exceed the quantity sold by approximately one-third. 
After the sale, this approximate 3314 percent is in the form of fines. Fines, 
however, may not be suitable for use in the production of metals, and metal 
producers may not buy them. 

Similar examples illustrating the unreasonably discriminatory result of the 
end-use test as to fines could be presented as to fines accumulated from the pro- 
duction of limestone, chemical grade and calcium carbonates. They would; 
however, be merely cumulative. The essential consideration as to all such min- 
erals is that fines are acquired or accumulated as an inevitable consequence of 
our production processes. They are not produced as such in the strict sense of 
the term. Yet their substantial importance to our industry is revealed by the 
estimate that fines constitute approximately one-third of the tonnage resultant 
from production in our own industry. 

The regulations proposed by the Commissioner not only pose serious questions 
as to the appropriate percentage rate to be applied to the tonnage we sell from 
fines. They also appear to deny the 15 percent rate to fines tonnage resultant 
from the production of limestone, metallurgical grade and limestone, chemical 
grade even though such production is sold for the designated end use and deny 
as well the 10 percent rate to fines yielded from the production of calcium 
carbonates for the prescribed end use. Such a result is harshly restrictive and 
most unreasonable, and we earnestly and sincerely oppose it because: 

(1) Fines are precisely the same material (except for size) as the material 
allowed 15 percent or 10 percent, as the case may be. 

(2) The fines deplete our natural deposits just as much as the flux or other 
stone. 

(3) We have no possibility of eliminating fines from our production. 

(4) Fines are of no diffierent grade than the production tonnage from which 
they inevitably result. 

2. “Uses” frequently unknown.—In the crushed-stone industry the uses to 
which its mineral products may be put by a producer’s customers are infre- 
quently known. The prevalent practice of customers is to order stone conform- 
ing to stipulated specifications concerning size, hardness, absence of deleterious 
substances, resistance to abrasion and often conforming to specific sampling and 
dust requirements. Normally chemical composition is important. Dependent 
upon particular situations, the nature and extent of specifications as to chemical 
composition are subject to wide variation. 

Under such circumstances, the responsibility of the producer is to satisfy his 
customer’s requirements. He is not interested in the use to which the customer 
puts the materials, and indeed has heretofore invariably assumed that unless 
the customer consulted him respecting the use to which the materials were to 
be put, their use is the customer’s business and not that of the producer. 
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rhe proposed end-use regulations, however, place an enormous burden on 
most stone producers. For they impose on him the necessity for ascertaining 
the use to which each customer puts each purchase of the stone products he buys. 
In other words, the stone producer must ascertain the use to which his product 
is put as to all of his sales. For unless he does so and thereby equips himself 
with the information and evidence necessary to determine his qualifications for 
the 10-percent rate or the 15-percent rate he cannot be assured that he takes the 
full percentage-depletion allowance deduction to which the law entitles him, He 
must therefore, to apply the end-use test, classify all his sales by end use. The 
terrific burden such a requirement would impose on the industry is revealed in 
the stark fact that the industry effects millions of individual sales per year. 
And the Commissioner’s proposal would require each one to be classified by end 
use unless the producer acquiesced in penalizing himself by taking only a 5-per- 
cent allowance. A substantive defect in the Commissioner’s regulations is thus 
disclosed. For by imposing such a burdensome necessity to prove compliance 
with the end-use test, the deduction nade available by the Congress may in sub- 
stantial part be lost to many producers in our industry. 

The inadequacy of end use is further highlighted by the fact that substantial 
numbers of producers’ sales in our industry are made to other than ultimate 
consumers, In other words, producers often sell to retailers or other buyers for 
resale to ultimate consumers. Indeed, one large producer estimates that less 
than one tenth of 1 percent of the total number of his annual sales were made 
to ultimate consumers. We do not wish to be understood as seeking to imply 
that nearly all individual sales throughout the industry are not to ultimate con- 
sumers. We are saying, however, that a substantial number of the industry’s 
sales are made to firms or persons who do not themselves use the stone products 
thus produced. Consider the problem of those producers in ascertaining end use. 
They not only have to query their customer, but their customer has to query its 
customer (the ultimate customer) respecting the use to which the mineral has 
been put and the necessary information must, in turn, be relayed back along the 
chain in order for the producer to ascertain the applicable percentage rate to 
be permitted him under the regulations for percentage depletion allowance pur- 
poses. This seems to be not only a most unreasonable requirement, but a well- 
nigh impossible one to comply with or administer. 

Thus, under the proposed regulations, the stone producer must ascertain if 
he can if his product was: 


(a) “Used or sold for use in the chemical trades.” * 


(6) “Used or sold for use in the production of metals.” 
(c) “Used or sold for use in soil treatment.” 
(ad) “Used or sold for use ‘for purposes’ for which chemical composition is 
not a major requirement.” 

The terms italicized above are not defined by the proposed regulations. Pre 
sumably it became necessary to include them therein solely by reason of the 
inclusion of the end-use test of which they are a part. Thus, the Commissioner, 
in order to limit the scope of the statutory terms for nonmetallic minerals in- 
jects his exclusive end-use concept into his regulatory definition of them. But 
the end-use definition itself yields more terms requiring definition than the 
number of terms which the Commissioner set out to define. 

We submit that the only fair and reasonable solution to these problems is to 
eliminate the end-use test from the regulation. 

3. Chemical composition The Commissioner, through his exclusions from the 
definition of the term “calcium carbonate” has recognized that in some sales of 
some of the minerals produced in our industry chemical composition may be a 
major requirement. The nature of his proposal is such, however, as to impliedly 
reduce 15 percent minerals sold under circumstances where chemical composition 
is a major requirement to the 10 percent allowance level, and then only if the 
nineral qualifies as a calcium carbonate. 

That term, however, is defined to mean exclusively (viz., it “shall have” the 
meaning) “miscellaneous limestones and other calcium carbonate rocks.” And 
in the Commissioner’s excluded uses: e. g., road making, concrete aggregates, he 
overlooks the fact that as to them chemical composition might be a major re 
quirement in many instances. 

The dog-chasing-its-tail aspect of this ring-around-the-rosey use of the words 
becomes the more unreasonable, impractical, and unrealistic when it is realized 


'Note that this appears to be a definition based more upon the nature of the customer 
rather than the nature of the use to which he puts the material. 
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that in the industry itself, where chemical composition is a major requirement 
of a customer, the mineral he considers he is demanding and which the pro- 
ducer considers he is supplying is invariably the mineral referred to in the stat- 
ute as chemical grade limestone. But under the proposed regulations, such cus- 
tomer must be in the chemical trades for the producer to be permitted the 15 per- 
cent allowance. Here the standard becomes one of kind of customer (regardless 
of his use of the material) rather than the standard based on the kind of use. 
Nevertheless the term “chemical trades,” is itself undefined. And this despite the 
fact that it is a term susceptible of obvious differences of opinion from the point 
of view of ascertaining what particular customers are or are not included within 
its scope (with extremely important consequences to the stone producer depend- 
ent upon the proper classification). 

Thus, again, the Commissioner by his proposals for defining on the basis of 
end use not only has ignored or overlooked the realities of practice within the 
industry, but has compounded uncertainties and confusion in defining terms 
through using further terms which themselves virtually defy definition. 

The only answer we submit, is to strike the end-use definitions from the pro- 
posed regulations. 


PROPOSITION II THE EXCLUSION OF “FINE PULVERIZATION” FROM THE STATUTORY 
DEFINITION OF “ORDINARY TREATMENT PROCESSES” IS INEQUITABLE, UNAUTHOR- 
IZED, AND INVALID AND SHOULD BE ELIMINATED FROM THE PROPOSED REGULATIONS 


IN ITS APPLICATION TO OUR INDUSTRY 


A. The statute 

The statutory allowance for depletion is primarily based upon the amount 
yielded by applying the applicable percentage to the gross income from the prop- 
erty during each taxable year. Hence, the statutory definition of the term “gross 
income from the property” (sec. 114 (b) (4) (B) of the Internal Revenue Code ; 
U. S. C. A. 114)) is of paramount importance, particularly in view of the Com- 
missioner’s proposal respecting fine pulverization. 

The statute defines the term “gross income from the property” to mean the 
“gross income from mining.” ‘The statute further provides that: 

“* * * The term ‘mining’ as used herein shall be considered to include not 
merely the extraction of the ores or minerals from the ground but also the 
ordinary treatment processes normally applied by mine owners or operators in 
crder to obtain the commercially marketable mineral product or products. * * *.” 
plus certain provisions respecting transportation not here material. The statute 
further provides that: 

“* * * The term ‘ordinary treatment processes,’ as used herein, shall include 
the following: 


* * » * . . « 


“ (iii) in the case of iron ore, bauxite, ball and sagger clay, rock asphalt, 
and minerals which are customarily sold in the form of a crude mineral 
product—sorting, concentrating, and sintering to bring to shipping grade 
and form, and loading for shipment, and 

“(iv) in the case of lead, zine, copper, gold, silver, or fluorspar ores, 
potash, and ores which are not customarily sold in the form of the crude 
mineral product—crushing, grinding, and beneficiation, by concentration 
(gravity, flotation, amalgamation, electrostatic, or magnetic), cyanidation, 
leaching, crystallization, precipitation (but not including as an ordinary 
treatment process electrolytic deposition, roasting, thermal or electric swelt- 
ing, or refining), or by substantially equivalent processes or combination of 
processes used in the separation or extraction ot the product or products 
from the ore, including the furnacing of quicksilver ores * * *.” [Empha- 
sis supplied. ] 


B. The proposed regulation 

The foregoing constitutes provisions of the statute. The regulations now pro- 
posed by the Commissioner would add to the statutory definition an important 
regulatory exclusion from the statutory definition of the term “ordinary treat- 
ment processes.” This new exclusion is contained in the provisions of subsection 
(f) of section 29.23 (m)-1 of the proposed regulations as subsection (4). The 
Commissioner’s proposal provides in pertinent part as follows: 

“Except where otherwise specifically provided, the phrase ‘ordinary treatment 
processes’ does not include such provisions as * * *, 
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“(4) Fine pulverization, pressing into shape, molding, or similar processes 
undertaken in the manufacture of a finished product.” 

In this fashion the Commissioner proposes to exclude from ordinary treat- 
ment processes whatever is connotated by the term “fine pulverization.” The 
effect, of course, would be to exclude such gross income as may be determined to 
be attributable to fine pulverization from the gross income from the property on 
which the percentage depletion allowance computation is based. Hence, the 
result would be to materially reduce the amount of the allowance in many, many 
instances 

We therefore oppose the fine-pulverization exclusion proposed by the Commis- 
sioner and request its elimination from the proposed regulations insofar as it 
may be applicable to our industry. The following reasons support our request: 
C. Fine pulverization is included in statutory processes 

The fine-pulverization problem thus posed by the Commissioner arises in a 
statutory framework, the major provisions of which have been set forth above. 
It importantly involves that phase of the statutory definition of the term “ordi- 
nary treatment processes” which covers stone producers. This is subdivision 
(iv) of the statutory definition above quoted inasmuch as the products of stone 
are not customarily sold in the form of the crude mineral product. This is made 
clear by the definition of the term “crude mineral product” as contained in sub- 
paragraph (h) of regulation 111, section 29.28 (m)-1l\ namely, that that term 
means “the product in the form in which it emerges from the mine or well.” 
Hence, since the nonmetallic minerals of our industry are not customarily sold 
in the form of the crude mineral product as so defined, subsection (iv) is ap- 
plicable and subsection (iii) is not applicable. The significance of this distinc- 
tion lies, of course, in the differing particular processes specified for the minerals 
respectively embraced in the several subsections of the statute. Thus, subsection 
(iv) specifically and as a matter of statute includes crushing and grinding within 
the particular processes which may be denominated “ordinary treatment proc- 
esses” within the meaning of the percentage depletion provision. 

Since the statute clearly includes crushing and grinding in its definition of 
ordinary treatment processes but the Commissioner by his proposed regulations 
would exclude fine pulverization from the same term, the question inevitably 
arises aS to when and under what circumstances, if any, grinding ceases and 


fine pulverization begins. The matter may be put another way. Congress says 
grinding is “in.” The Commissioner says fine pulverization is “out.” We say, 
what Congress says conclusively determines the matter. 

As has been heretofore explained, our industry’s processes are characterized 
by operations which successively and often continuously effect reductions in the 
size of stone from the size in which found as a natural deposit on downward 
sizewise to relatively fine fillers, dusts, or powders. If the treatment processes 
of stone be considered to begin with stripping, drilling, and blasting, these opera- 
tions are properly considered merely a preliminary stage of crushing. And if 
the treatment processes be considered to end with fine grinding—whether the 
preliminary or finish grinding—these operations are merely continuations of 
the crushing process. All such steps, whether blasting, crushing, or grinding, 
are merely—to use the statutory language—the ordinary treatment processes by 
which the operators in our industry obtain their commercially marketable min- 
eral product or products. [Emphasis added.] They are nothing more and most 
certainly they are nothing less. Thus, all our processes are clearly and com- 
pletely embraced within the statute. They nor none of them can be denied us 
hy administrative regulation 

This was clearly recognized by the Tax Court of the United States in the In- 
ternational Talc Co.* case cited above. Therein the court, after quoting in italics 
the subsubsection (iv) statutory definition of “ordinary treatment processes” 
above referred to, said: 

“The above definition, in our judgment, stands as an insuperable barrier to 
respondent's [i. e., Commissioner’s] interpretation. It is in effect a positive pro- 
hibition against the doing of the very thing here done by respondent in determin- 
ing the proposed deficiencies. The evidence shows that milling of the ore at 
their own mills prior to sale was the normal treatment; and the processes of 
grinding, grading, and sacking of the product were the ‘ordinary treatment 
processes usually applied by mine owners or operators in order to obtain the 
commercially marketable mineral product.’ As above observed, there was no 


*The Commissioner (cf. footnote 2 above), has announced his nonacquiescence in this 
portion of this decision. 
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recognized market for crude tale and it was not customarily sold in the form of 
a crude mineral product. The first commercially marketable form of taic was 
and is in the powdered form in which it comes from mills such as petitioner's. 
Congress clinched the matter by providing by way of definition that ‘mining’ in- 
cludes, in the case of ores not customarily sold as a crude mineral product, crush- 
ing and grinding. It went even further and included as a part of mining the 
beneficiation of such product and various other processes. 

“Thus it is that we find in the law as enacted by Congress complete author- 
ity for and justification of petitioner’s action in computing its tax deduction 
for depletion. The conclusion is so clear that we deem it unnecessary to 
enter into a discussion of the several cases cited by the parties. 

“We are of the opinion that petitioner’s position is well buttressed in the 
law and by industrial and commercial usage; that in the case of talc, the 
cost of milling is a part of the cost of ‘mining,’ which should be included in 
determining petitioner’s ‘gross income from the property.’ Respondent's [i. e., 
the Commissioner] approach to the problem is predicated on a purely hypo- 
thetical concept and ignores entirely the realities of the tale industry” [Em- 
phasis added]. 

Furthermore, if any doubt could exist as to the complete impropriety of 
excluding an uncertain portion of the processes which the statute expressly 
includes as crushing and grinding (as the Commissioner here proposes to do 
through the device of establishing a new concept of “fine pulverization” by 
regulation) that doubt is completely laid to rest by yet another provision of 
the statute. For the statute clearly provides that in addition to crushing 
and grinding, the term “ordinary treatment processes” also includes “sub- 
stantively equivalent processes or combination of processes.” Hence it is clear 
that since pulverization, whether fine or otherwise, is patently but at most 
a continuation or an extension of crushing and grinding and indeed is itself 
a crushing and grinding that fine pulverization as proposed by the Commis- 
sioner is unmistakably an equivalent process to grinding. 

When viewed in this light, it becomes unmistakably clear that the effort 
of the Commissioner to distinguish between crushing and grinding on the 
one hand, and fine pulverization on the other, in order to reduce the scope 
of the percentage depletion allowance available to members of our industry 
must fail as being unauthorized and invalid for contravening the statute. 

The basic statute clearly includes crushing, grinding or equivalent proc- 
esses in the ordinary treatment processes of the nonmetallic minerals we 
produce. As above noted fine pulverization, if it means anything, is intended 
to mean some (but uncertain) portion of the crushing grinding process. 
Hence, the proposed regulations would exclude from the statutory definition 
of ordinary treatment process some (but uncertain) portion of the crushing, 
grinding and equivalent processes which the Congress expressly provided and 
stipulated must be included. 


D. Finished product manufacture inapplicable 


Moreover, the fine pulverization which would be excluded from ordinary 
treatment processes under the proposed regulation appears to be modified by 
a most uncertain and disturbing descriptive phrase. Thus, the proposed regu- 
lation would, in effect, exclude from the percentage depletion allowance fine 
pulverization undertaken in the manufacture of a finished product. 

The fact is that in our industry all of our products are finished products. 
While different things may be sold by different producers and the line of 
products throughout the industry (but not of individual producers) may run 
the full scale from stone in large sizes (e. g., riprap) to stone reduced to 
powdered size (e. g., coal-mine dust) the product, when produced, is finished. 
The wide range of uses of our products is shown in Stone—table 20, of the 
Bureau of Mines Minerals Year Book, 1950. Nevertheless, and however denomi- 
nated or for whatever purpose used, the products of our industry are a finished 
product simply because when produced nothing further remains to be done to 
them. They are completed and perfected regardless of the stage of processing 
which yields them. 

In fact, we produce finished products clearly not fine pulverization in any 
concept of the term at initial stages of our ordinary treatment processes. Thus, 
as explained above, in the course of crushing large pieces of stone to a smaller 
size we obtain the so-called fines. These fines may themselves be a finished 
product although the stone from which they arise is not yet completely processed 
to the other and additional finished product then basically sought from the given 
crusher feed. By the same token the crushed stone which yields the fines from 
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the crushing is also a finished product. In all such instances products, as and 
when produced, are in their final and completed stages and state ready for use. 
Since no further work or fabrication is required to condition the products for 
their intended use, they are all finished products. 

The proposed injection of a concept of fine pulverization (whatever that term 
may mean) into our processing of our nonmetallic minerals would thus be 
ntirely arbitrary and completely artificial. It utterly fails to recognize the 
realities of our industry. It seeks by analogy to place our industry on a footing 
comparable to manufacturers who fabricate raw materials into other and quite 
different wares or products or who assemble component parts into the finished 
products of their manufacture. But the realities of our industry, as herein is 
shown, obviously defeat the analogy as, indeed, do the terms of the statute itself. 


E. Fine pulverization may include inevitable consequences of ordinary processes 


Apart from what the statute may require the Commissioner to include in our 
industry’s ordinary treatment processes and apart from what the Commissioner 
intends to attempt to exclude by his fine pulverization proposal (which latter is 
most unclear) the unreasonable, inequitable and arbitrary character of the 
proposal is further demonstrated through consideration of its application to 
certain inevitable incidents of our ordinary treatment processes. 

It has been brought out above that the blasting, crushing, and grinding of stone, 
by reason of the very nature of the mineral, results in the yielding of fines and 
that the fines yield is entirely outside of the producer’s control. Some fines 
inevitably will be in very small sizes. Entirely dependent on what the Commis- 
sioner means and intends by fine pulverization (which we do not now know), 
some fines may be embraced within his concept of the term. If they are so 
induced by the Commissioner, the Bureau will seek to deny a depletion allowance 
to our producers as to such portion of their fines yield as may be arbitrarily held 
to be included in fine pulverization. 

There is a further but similar incident of some stone processing which presents 
a similar problem. Al nonmetallic minerals producers do not process their min- 
erals while wet. Many producers process dry stone, and whenever dry non- 
metallic minerals are processed it is inevitable that dust will be created. This 
dust is more or less continuously yielded by the abrasion of the mineral on 
itself and on the equipment through which it passes in the process of crushing 
and grinding. In order to protect plant personnel, equipment and plant sur- 
roundings many producers collect this dust with special dust-collecting equipment 
and where a market therefor exists will sell the dust so collected. 

As in the case of fines, the dust so collected and sold may or may not be 
included in the Commissioner's fine pulverization exclusion from ordinary treat- 
ment processes dependent upon his intended meaning and application of the 
term. The mere possibility some such fines and dust may be denied depletion 
indicates the inappropriateness and inadequacy of the fine-pulverization proposal 
in its application to our industry, not only as to fines and dusts—two inevitable 
consequences of crushing and grinding—but as to any and all other phases of our 
industry processes. For the crushing and grinding which yields fines and dusts 
as a necessary and unavoidable result of such processing are specified by the 
statute as being entitled to percentage depletion. Therefore, they simply cannot 
possibly be denied to us. 

Accordingly, for these further reasons fine pulverization should be eliminated 
from the proposed regulations in their application to our industry. 


F. IRC rule of exclusion 

The impropriety of the proposed regulations respecting fine pulverization 
becomes clear on yet another ground—a ground provided by a rule of statutory 
construction set forth in the Internal Revenue Code itself. 

The provision of the Internal Revenue Code above set forth defining the term 
“ordinary treatment processes” expressly provides that the term “shall include” 
the various enumerated processes specifically designated for the different min- 
erals; e. g., crushing and grinding. The phrase “shall include” as used in the 
percentage depletion provision of the code is important because this phrase is 
itself defined by another provision of the code. Thus section 3797 (26 U.S. C. A. 
3797 Internal Revenue Code) provides: 

“The term ‘includes’ and ‘including’ when used in a definition contained in this 
title, shall not be deemed to exclude other things otherwise within the meaning 
of the term defined.” 

We submit that this statutory definition which is entitled to equal dignity with 
the statutory definition of ordinary treatment processes is mandatory in nature, 
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further submit that this provision precludes the Commissioner by adminis 
trative regulation from excluding from the term “ordinary treatment processes’ 
those processes he refers to as fine pulverization which are so clearly otherwise 
within the meaning of the term defined. And we further submit that the pro- 
visions of section 3797 operate as an unmistakable limitation upon the authority 
of the Commissioner under section 62 of the Internal Revenue Code which he 
seeks to invoke in order to support his proposed regulations. 

The rule against exclusion above referred to is well established and long 1 
nized under the Revenue Acts (Helvering v. Morvans, Inc., 205 U.S. 121, 
and the enactment of it states a well-known canon of construction in statutory 
form (Fed. Land Bank v. Bismarck Lumber Company, 314 U. 8S. 95, 99, 100, and 
cases cited). 

The proposed regulations relating to fine pulverization are thus not only im 
practical and nnrealistic in their ignoring of generally understood and widel) 
accepted practices in our industry, but they are patently at variance with the 
statutory provisions on which they must rely for their validity. They are 
characterized by the obvious attempt of the Commissioner to exclude by his 
regulation from the terms of the congressional definition processes which are 
otherwise and normally embraced within those processes specifically included 
in the definition of the term by the Congress. The Congress has not expressly 
authorized the Commissi oner to take such liberties with the congressional enact- 
ment. The Commissioner’s effort must fail, for as has been stated, the power 
of the Treasury Department to prescribe regulations ‘“* * is not the power 
to make law, for no such power can be delegated by Congress * * (Vom 
Bauer, Federal Administrative Law, sec. 490, and cases cited.) 


PROPOSITION III THE PROPOSED EXCLUSION OF CERTAIN THERMAL ACTION FROM THE 
DEFINITION OF ORDINARY TREATMENT PROCESSES SHOULD BE CLARIFIED AS BEING 
NAPPLICABLE TO OUR INDUSTRY 


Under a further proposal contained in the Commissioner’s tentative regulations 
eertain thermal action would be excluded from ordinary treatment processes 
and hence denied depletion on their value. This additional exclusion proposed 
to be effected by regulation is contained in subpart (3) of subsection (f) of section 
29.23 (m)-1 of the proposed regulations and would read, in pertinent part, as 
follows: 

“Exe ept W here otherwise specifically provided, the phrase ‘ordinary treatment 
processes’ does not include such provisions as * * * 

“(3) Thermal action for purposes other than agglomeration by incipient fusion, 
or * * *” 

On the face of this regulation we cannot be certain that this provision will 
not be interpreted and applied to exclude from our percentage depletion allow- 
ances processes of substantial importance to our industry. For the thermal- 
action provision referred to may literally be construed in a fashion to exclude 
the treatment processes by which stone is washed and dried. According to 
Webster's New International Dictionary, Unabridged, the word “thermal” means 
“of or pertaining to heat ; warm; hot; as, thermal water ;” as well as “in physics 
pertaining to a state of matter which depends upon its temperature 
alone * *.” When crushed stone is washed and subsequently dried, heat 
changes occur in the materials. In fact, the drying is usually accomplished 
by application of hot air. Or the drying may be effected by passing stone 
through electrically heated screens. Under the regulations as proposed 
it is not clear that these processes will not be considered thermal action fot 
purposes other than agglomeration by incipient fusion. And, of course, if they 
are so considered by the Bureau of Internal Revenue the cost of such processes 
together with the proportionate profits attributable to them, could be excluded 
from the gross income from the property. 

That our concern respecting the construction which may possibly be accorded 
the thermal-action provision in its application to our industry has more than an 
academic basis is evidenced by the position taken by the Commissioner in the 
New ldria Quicksilver Mining Company case (144 Fed. (2d) 918). This decision 
reflects the fact that as to that taxpayer the Commissioner had sought to ex- 
clude from gross income the cost and proportionate profit for, interalia, the 
cleaning processes involved in extracting quicksilver from cinnabar ore. The 
United States Court of Appeals for the Ninth Circuit refused to uphold the 
Commissioner's position in the New Idria case and hence provides important 
support for our contention that the washing and drying processes as practiced 
within our industry should in the proposed Treasury Regulations be clearly de- 
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nominated as part of (and not excluded from) our ordinary treatment processes 
for percentage depletion purposes. 

We respectfully request, therefore, that under the Commissioner’s proposed 
regulation respecting certain thermal actions the crushed stone industry be 
extended adequate formal assurances that the Commissioner does not intend 
to deny to the crushed-stone industry inclusion of washing and drying processes 
in the percentage depletion allowance of its members. 


CONCLUSION 


Accordingly, in the light of the foregoing and for reasons including those set 
forth above, we respectfully but earnestly request that the proposed percentage 
depletion regulations be modified before finalization in the following respects: 

1. That the exclusive end-use definitions of the terms “chemical grade 
limestone,” “metallurgical grade limestone,” and “calcium carbonates” be 
eliminated from the proposed regulations ; 

2. That the proposed regulatory exclusion of fine pulverization from the 
statutory definition of “ordinary treatment processes” be eliminated from 
the proposed regulations insofar as it may be thought to have application to 
our industry; and : 

That the proposed exclusion of certain thermal action from ordinary 
treatinent processes be eliminated from the proposed regulations insofar 
us it may have application to our industry, or, in the alternative, that a ruling 
be issued as to its nonapplicability to our industry. 

We trust that our views on these matters will be given careful and earnest 
consideration. Should additional information be desired as to any phase hereof, 
upon request we will be happy to be of all possible assistance. 


STATEMENT OF LOVELL H. PARKER, CHAIRMAN, SPecIAL TAX COMMITTEE OF THE 
NATIONAL COAL ASSOCIATION, IN RE Topic 38, DEPLETION AND EXPLORATION 
EXPENDITURES 


Mr. Chairman and members of the committee, my name is Lovell H. Parker, of 
Washington, D. C. I am chairman of the special tax committee of the National 
Coal Association, The National Coal Association is the trade association of the 
bituminous coal mine operators, and has in its membership the producers of 
approximately two-thirds of the Nation’s commercial tonnage of bituminous 


coal 


I 


Under topic 24, entitled “The net operating loss,” we previously discussed 
our recommendation that section 122 be amended to eliminate the disallowance 
of percentage depletion where the net operating loss deduction is involved. As 
pointed out under that topic, the present law requires the reduction of the net 

perating loss by the excess of percentage depletion over cost depletion, both 
in the year of loss and in the year to which the loss is carried. Although this 
subject might be appropriate under this topic as well as under topic 24, we will 
not burden the record with repetition of our previous discussion on this point. 


II 


Section 114 (b) (4) of the code now contains in subparagraph (B) a definition 
of gross income from the property (added by the Revenue Act of 1942), and this 
has served to eliminate a good deal of uncertainty and litigation on this problem. 
However, the code contains no definition of net income from the property. Our 
tax committee urges the adoption of an amendment to section 114 (b) (4), 
providing for the addition of a new subparagraph (C) to read as follows: 

“(C) DEFINITION OF NET INCOME FROM THE PRroprrRTy.—AS used in this para- 
graph the term ‘net income from the property’ means the ‘gross income from the 
minerals from the property’ as defined in subparagraph (B) of this subsection, 
less the allowable deductions directly attributable to the mineral property upon 
which the depletion is claimed and the allowable deductions directly attributable 
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to the processes listed in subparagraph (B) of this subsection insofar as they 
relate to the products of such property, including operating expenses, develop- 
ment costs properly charged to expense, depreciation, property taxes, losses sus- 
tained, etc., but excluding any allowance for depletion. Such expenses or deduc- 
tions shall not include expenses or deductions attributable to, or arising out of 
expenditures on other property or assets, irrespective of whether such property 
or assets are income producing or active. Deductions not attributable to, or aris- 
ing out of particular properties, processes or assets, such as general overhead, 
shall be fairly allocated to all properties, processes and assets, whether active 
or inactive. The term ‘general overhead’ as used herein shall be deemed to 
mean the overhead relating to the property but shall exclude deductions and 
expenses of financial overhead of the taxpayer such as interest, taxes based on or 
measured by income, capital stock taxes, and the like. If more than one active 
mineral property is involved, the deductions apportioned to the mineral extrac- 
tion in the processes listed in subparagraph (B) of this subsection shall in turn 
be fairly apportioned to the several properties, taking into account the relative 
production,” 

The proposed amendment merely provides that expenditures having no con- 
nection with the net income from the property should not be deducted from gross 
income from the property in arriving at such net income. We believe this was 
the original intent of the Congress, 

It is true that the law has never contained a definition of “net income from 
the property,” and that the regulations of the Commissioner have existed with 
little or no change since their issuance. However, an examination of the his- 
torical background reveals that the regulations apparently did not carry out 
the intent of the Congress and that vital changes have occurred in the admin- 
istration of the law and the interpretation and enforcement of the regulations 
dealing with this subject. This is especially true since the year 1938. The 
iistorical background referred to is fully set forth in hearings before this com- 
mittee (see vol. 5, Hearings on Tax Revision Bill of 1948, pp. 8282 and 3283). 

In 1942 the mining industry proposed amendments to section 114 (b) (4) 
adding definitions of “gross income from the property” and “net income from 
the property.”’ Due to the short time available and the volume of amendments 
that were then under consideration by the Finance Committee, it was possible 
to have fully considered and enacted into law only one of these amendments— 
the definition of “gross income from the property,’ enacted in the Kevenue 
Act of 1942. 

We believe the Congress intended that the percentage depletion deduction 
should not exceed 50 percent of the net income from the property from which the 
ore is produced, without regard to the form of ownership and without regard 
to the method of financing. The net income from the property should not be 
reduced by expenses applicable to other property, by interest paid on indebted- 

ess, by taxes based on income, by capital stock taxes, and by other charges 
which are not costs of producing net income from a particular mineral property. 

Because of the existence of the present regulations over such a long period 
of time, there is no longer hope of judicial correction of such regulations. The 
Congress, therefore, is the only remaining source of authority to see that its 
original intent is given effect. This can be done by the adoption of the recom- 
mended amendment set forth above, 

Because the Congress wisely corrected an inequity against the coal industry 
through the adjustment of the depletion limitation on gross income, there may be 
some tendency toward the feeling that nothing more is warranted at this time. 
However, it must be pointed out that because of the competition of foreign 
residual oil and because of the continuing loss of coal’s share of the energy 
market to competing forms of energy with a smaller amount of labor cost, the 
economic position of the coal industry is such that at the present time the 
limitation on gross income determines the percentage depletion allowance of 
only a very few coal companies. In the vast majority of cases, the depletion 
allowance of coal companies is fixed by the limitation on net income, because 
of the fact that the profit (if any) is extremely low for most coal companies 
at present. Therefore, an amendment clearly specifying the intent of Congress 
with respect to the meaning of the “net income from the property” will be 
beneficial to those companies whose rate of profit is so low that they have re- 
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ceived no benefit, or less than the full benefit, of the adjustment of the limitation 
on gross income from the property. 


III 


The bituminous coal industry takes this opportunity to renew its request for 
a congressional definition of the mineral property. We urge that the following 
definition be added as a new paragraph under subsection 114 (b) (4): 

“( ) DEFINITION OF THE PROPERTY.—For purposes of this paragraph and sec- 
tion 453 the taxpayer shall have the option either (A) to treat each separate 
mineral interest as a separate property, or (B) to treat as such property any 
part of a separate mineral interest or any combination of separate mineral 
interests or parts thereof which normally or reasonably may constitute an 
operating unit or project and is so treated by the taxpayer, whether such mineral 
interests or parts thereof are included in a single tract or parcel of land or 
within two or more contiguous or noncontiguous tracts or parcels. As used in 
the preceding sentence the term ‘mineral interest’ means each separately ac- 
quired interest in a single deposit of minerals, or, if such deposit is included in 
more than one tract or parcel of land, the portion thereof in each.” 

A larger number of difficult cases have arisen involving the determination of 
the mineral property. Originally the decisions in these cases were often con- 
flicting. In the course of the last several years, however, for the most part the 
decisions have recognized that the property means the economic and practical 
unit which the taxpayer must use and develop in order to extract a particular 
block of coal. Nevertheless, the problem still causes unnecessary and costly 
litigation, and the matter is of such importance that we believe a statutory 
definition is desirable. 





STATEMENT OF Mr. E. P. Poppet, PRESIDENT, MICHIGAN PEat, INC., New York, N. Y. 


In view of the fact that a complete revision of Federal tax statutes is under- 
way, we should like to submit for your consideration a change in depletion 
allowances, as they apply to peat. 

Under present law and regulations (sec. 29-23 M-1-(d)), peat is included in 
the list of “Minerals subject to depletion”. However, under sec. 114 (b—4) there 
are specific depletion percentages indicated for all the minerals (including oil, 
gas, coal, etc.) with the exception of peat. As a result, under present law, 
depletion on peat may be taken only on a cost basis. 

There appears to be no vaild reason for this apparent discrimination against 
the peat industry and it is therefore respectfully requested that peat be included 
in the minerals subject to a percentage depletion allowance for the following 
reasons: 

1. Peat lands are almost of no value after the peat has been removed, thereby 
suffering a greater depletion loss than most other minerals. 

2. The American peat industry suffers from severe competition from imported 
peat products, on which there is no import duty. As a result it has not been 
able to enjoy the growth common to most American industries during the past 
wl years. 

3. It it in the same class as oil, gas, coal, and other minerals in place which 
are commonly recognized as wasting assets. 

4. It is a typical, small American business which sorely needs and should 
be given advantages at least equal to those given to other minerals in place. 

The depletion percentages now granted to other minerals (other than oil 
and gas) reange from 5 percent to 15 percent. Because of the limited peat 
reserves in the United States and the severe competition from imported peats, 
we believe that domestic peat should be granted a deletion allowance percentage 
of 15 percent. 

Your favorable consideration of our request is respectfully requested. 


STATEMENT OF AMERICAN FARM BUREAU FEDERATION CONCERNING Topic 38, 
DEPLETION AND EXPLORATION EXPENDITURES 


With taxes at their present high level, it is imperative that we make every effort 
to assess taxes on a basis which will not only avoid the penalizing of individual 
industries, but will also avoid giving one group of taxpayers an unfair advantage 


over other groups. 
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The depletion and exploration allowances now authorized for certain extrac- 
tive industries are widely believed to constitute substantial “tax loopholes.” As 
representatives of taxpayers who inevitably must pay higher taxes if other 
groups do enjoy substantial loopholes, we would like to set forth some basic 
principles which seem to us to be sound. 

In the first place, it seems to us reasonable and fair that the extractive indus- 
tries should be allowed to deduct actual and necessary exploration expenses as 
normal business expenses. 

In the second place, since the income of extractive industries is obtained from 
the sale of exhaustible resources, we agree that such industries should be allowed 
to recover their invested capital tax free through the medium of reasonable de- 
pletion allowances Farmers cannot understand, however, why a taxpayer 
engaged in an extractive industry should be allowed to continue to take deple- 
tion allowances on the income from an operation even though he may have 
already received such allowances in an amount equal to his total capital invest- 
ment. It would seem that depletion allowances should be terminated as soon as 
a taxpayer has recovered the capital invested in an operation in this manner 
just as depreciation allowances are terminated as soon as the taxpayer has 
taken depreciation equal to the cost of the depreciable item. 

We are aware of the argument that the present depletion allowances are 
necessary to encourage exploration and new development. When we find the 
coal industry experiencing overproduction and joining with certain elements 
of the petroleum industry in advocating import quotas and higher tariffs on 
foreign oil, and when we see that some segments of the metallic mining industry 
are also seeking increased protection from imports, we begin to wonder if our 
present tax laws are not encouraging uneconomic developments. This is a 
matter of vital importance to agriculture. Farm prices have dropped 11 percent 
in the last 12 months. Except for the decline in cattle prices, which is a special 
problem, the sharpest declines have been in the prices of export crops. In the 
1952-53 marketing season, cotton exports fell 41 percent below the level of a year 
earlier; wheat exports, 34 percent ; and tobacco exports, 15 percent. Total agri- 
cultural exports have been running about one-third below the level of a year 
earlier. The recovery of these export markets is of vital importance to agricul- 
ture, but we cannot expect to maintain foreign markets for agricultural com- 
modities if we are going to follow policies which will make it necessary for us 
to further restrict imports. 

We therefore recommend that existing depletion allowances be reviewed, and 
that the privilege of taking such allowances be curtailed whenever the allow- 
ances taken on a particular operation equals or exceeds the taxpayer’s capital 
investment in such operation. We further recommend that domestic companies 
engaged in foreign operations be allowed to take the same depletion allowances 
on foreign operations as on domestic. This would stimulate foreign investment 
and contribute to a closing of the “dollar gap” which has been one of the basic 
reasons for our foreign-aid programs of recent years. 


STATEMENT OF AMERICAN FEDERATION OF LABOR RE Topic 38, DEPLETION AND 
EXPLORATION EXPENDITURES 


The American Federation of Labor believes that present exemptions for taxa- 
tion chargeable to depletion and exploration expenditures are excessive: they 
constitute discrimination favoring particular types of business; they result in 
needless loss of revenue to the Treasury and, therefore. should be corrected as 
speedily as possible. Failure of Congress to make such corrections will result 
in continued loss of several hundred millions of dollars in revenue annually. 





STATEMENT By ADDISON B. CLOHOSEY, EsqQ., ON BEHALF OF RESEARCH INSTITUTE 
Or AMERICA, NEw YorK, N. Y., Re Topic 38 


The 27%4-percent depletion of oil and gas wells should not be changed. The 
reasons for this have been given in detail to Congress by various individuals 
and associations. The taxpayer should be given his option to capitalize or 
expense exploration costs. This could be handled in the same manner as in- 
tangible development costs. 

Depletion and exploration expenditures should be allowed up to the recovered 
value of the assets and capitalized expenses involved in the development. 
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Menpota O1 Co., 
St. Paul 6, Minn., September 3, 1958. 
Re: Internal Revenue Code, section 130. 


Hon. DANIEL A. REED, 
Chairman, Ways and Means Committee, 
House of Representatives, Washington 25, D. C. 


Dear Mr. REED: Reports of the recent hearings on the Internal Revenue Code 
indicate that during the session on depletion your attention was called to section 
130 as a possible deterrent to oil exploration in the United States. 

Since this company (a partnership) is keenly interested in this problem, we 
should like to call your attention to just how much section 130 can in fact 
hinder petroleum development. 

That petroleum and petroleum products are essential to industry, national 
defense, and John Citizen is beyond question, and I suppose we all agree that 
everything should be done to encourage a contiuous search for this essential 
product. Drawing on existing supplies without replacing them leads only to 
speedy exhaustion 

It also seems beyond question that any element in a tax structure which 
discourages exploration for petroleum would represent unsound national 
planning 

[wo things above all distinguish the oil business from ar 
extreme risk and extremely high cost. Even a billionaire g 
in if. 

Oil for the future—new petroleum reservyoirs—results only from constantly 
stepping away from known areas into the unknown territories and drilling what 
the industry calls “wildcat” wells, as opposed to the “development” wells in 


prove n regions 


y other business: 
ambler needs help 


) 
t 


Che greatest wildcatters are the independents, the small companies organized 
by people willing to take a chance, concentrating on finding, producing, and sell- 
ing crude oil, and rarely going into pipelines, refineries, and sales of products 


other than crude, 

Actually, as soon as an area shows any capability for settled production, the 
majors move in their vast capital and take over, and the independents are in 
that way forced to wildcat. The majors can recover large expenditures through 
their sales of petroleum byproducts, which normally the independents cannot. 

Even if the majors should go into wildcat areas, they are very likely to farm 
out acreage to the independents for the first tests, preferring to let others take 
the risk. 

The wildeatter, the man with some extra money and willing to risk it in the 
oil game, is the one who actually leads and finances the search for new oil 
reserves, 

The following, taken from the Oil and Gas Journal for August 31, 1953, will 
give an idea of the enormous risk the wildcatter takes: 














July 1953: Wildcat wells completed sai ae a a ae a aa icc aici ane 
Oil wells = on 2 nti 6h Shetnentab ele Gnianiininniip tin endlb- chen tenttinibiniaaion 163 
Gas wells_— : Sewn meses we ee ee a ee 39 
Dry holes__-_. a - - wn + 912 

SUS Te. PV AORS WETS COTO cette csetintinticese ere tenienitibaciineinnmned 870 
Oil wells aetidasink = seit enaeal Ganietieateiiealtmeplaiaidmniidtatinediiaaaaibiee: 127 
Gas wells nmin . _ eaten Mia tia 21 
I, CU acces cena sniptulimienincmminiags 722 

1953 to date: Wildcat wells completed___--~- J ernTeEIaNssaaaneNaanas al 6, 423 
Oil wells ; qeaecinlinds petietsihanitbiet aubecesbaads 937 
Gas. wells__....ii.on on eal Siihicdlade winks tintal itbabes ct ets 232 
ET ONCE Rw ctnnotetp mi a ease mail mpl biel phe lice sa'sn an caicci titi 5, 254 

LU62: Wildcat, welle. Complete pices nes dewctesrncltncia bekjpindies Oy Oe 
I a icici eines a a eT ae ee ee Se Tee 903 
Gas wells__...._.. natant Li cwstieeelideculias y 150 


SNnIT TTL =o o-eseeth. allenic ciniesainemsteniesnelictneinnen aa 4, 906 
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In this company’s experience the average wildcat well, drilled by a rotary rig 
to about 5,000 feet, will cost at least $40,000. Accordingly you can estimate that 
those dry holes in 1952 and 1953 represent about the following lost capital: 


July 1953 (912 wells) —- i eat at: Sa Re ols . $36, 480, 000 
June 1953 (722 wells) Lwacenicus tai te Tia ‘ 28, 880, 000 
1953, to date (5,254 wells) _...._-._.___-_- orate bt Bi i 210, 160, 000 


1952 (4,906 wells) 196, 240, 000 

The financial energy that has gone into them is gone far beyond recovery 
except from production discovery later or from other sources of income. In 
effect each producing well has to pay for itself and five dry holes. 

Another good example of cost and waste in the development stage is the Wil- 
liston Basin. The oil editor of the Fort Worth Star-Telegram states in an 
article published in that newspaper on August 30, 1953, that 200 dry holes were 
drilled before the first producer came in. There are now about 200 producers, 
but in effect the first one cost at least $20 million—drilling in that area is 
unusually expensive and runs to at least $100,000 per well. The same article says 
that in 1953 some $100 million will be spent in exploration in the basin and 
points out that the total received for oil sold from there in 1952 was not over 
$3,400,000. 

It appears that even when production is secured there is continued need for 
further exploration and development and that it is a long time before operations 
yield any “net.” 

Obviously large sums of money for this risky kind of business can come only 
from those who have it and are willing to gamble; but the point is that they 
are Willing to gamble it in a way beneficial to the whole country if they are not 
in effect penalized for doing it. 

In addition to the specialized risks, the specialized obligations of an oil and 
gas operator under the State laws are not generally known. These are two: 
The obligation of “reasonable development,’ and the obligation to “prevent 
drainage.” 

The obligation of “reasonable development” requires the operator to drill 
steadily, after production is discovered, until the entire lease has as many wells 
on it as the spacing pattern for the area, set by the State commissions, allows. 
This is, on the average, 1 well for each 20 acres. 

The obligation to “prevent drainage” requires the operator to drill wells 
offsetting any wells drilled near enough to the lease lines to drain oil from under 
the proporty, since oil is a ‘“fugitive’’ mineral, stored under pressure, and mi- 
grating to areas of lower or released pressures. 

lere are two cases in which the operator is absolutely unable to control the 
rate and resulting expenditure in connection with his own drilling. It is the 
landowner who rules, and the operator has to drill or pay as damages “com- 
pensatory royalty” equal to what the landowner receive or, in some States, risk 
forfeiture of the lease. 

Now, to fit these situations into section 130: In the first place, all the best 
geologists in the United States may be certain that an area will produce oil 
but test drilling does not find it for a long time. This happened in the Williston 
Basin ; over 10 years of exploratory drilling preceded the first production. Under 
section 130 an individual would be limited in effect to deductions of $50,000 a year 
because he would have no gross income from the business and he would have 
to watch some corporation get the benefit of his efforts because section 130 
does not limit corporations. The 5-year period of section 130 has no relation 
whatever to the facts of oil exploration and probably was not meant to apply 
to them, but as written it does. 

In the second place, there may be production but no transportation facilities, 
It is sensible to continue drilling in anticipation of transportation connections ; 
the capacity will be at hand. However, during this shut-in period there is no 
gross income from the business and section 130 in effect will limit the deductions 
to $50,000 a year. 

In the third place, there may be both production and transportation facilities 
but the income from production, which is paid monthly, will not support the 
drilling program required by the landowner under the obligation for “reasonable 
development” since drilling bills have to be paid at once. In this case the land- 
owner has been the one who directed the program. About the maximum time 
between completing one well and starting another one is 60 days. Suppose that 
this oceurs in a fifth year: Section 130 will penalize not only that year but also 
the 4 preceding ones and the whole tax-deductible program for that 5-year 
period will be cut down to $250,000. 








2120 GENERAL REVENUE REVISION 


In the fourth place, a nearby operator may force drilling by bringing in an 
offset. Again the landowner controls the drilling program, not the operator. 
Suppose also that this happens in a fifth year: Section 130 will produce the 
same effect as in connection with “reasonable development.” 

These 4 instances show some of the possible effects of section 130 combined 
with the everyday facts of the oil exploration industry and with the State laws. 
In the absence of production there is just no chance of getting it without spend- 
ing not $50,000 a year, but just exactly as much as it takes to find it. 

A final note is that drilling gets deeper and deeper in the search for new res- 
ervoirs. Two wells now produce from below 16,000 feet. They must have cost 
at least $600,000 each to drill. Suppose that either had been dry, in a fifth 
year: To be told that the sum was nondeductible under section 130 would be 
hard to take. 

The money that goes into a dry hole is gone. To get it from any source after 
taxes is almost impossible. Yet to return it in some form, or get it from some 
other source so that it can go into exploration, there must be some encourage- 
ment by letting it come back tax-free in the form of a deduction, without limi- 
tation. This is about the only way that the persons able to bear the risk can 
be persuaded to take it. 

It is hoped that these considerations will lead your committee to a recom- 
mendation to remove the section 130 limitation on individuals engaged in min- 
eral-development programs. 

Sincerely yours, 
MeENpota Or Co. 
H. P. Buetow. 





STATEMENT OF THE WEST VIRGINIA STATE CHAMBER OF COMMERCE RE Topic 38 


The present rates of depletion credits should not be reduced. 





TOPIC 39—IMPROPER ACCUMULATION OF SURPLUS 


Mr. Srvpson (presiding). The next witness is on another topic, 
Topic 39, Improper Accumulation of Surplus—Mr. Clarence L. 
Turner, Pennsylvania State Chamber of Commerce. 


STATEMENT OF CLARENCE L. TURNER, CERTIFIED PUBLIC AC- 
COUNTANT, PHILADELPHIA, PA., ON BEHALF OF THE PENNSYL- 
VANIA STATE CHAMBER OF COMMERCE 


Mr. Turner. Mr. Chairman and gentlement of the committee, my 
name is Clarence L. Turner; I am a certified public accountant of 
Philadelphia, Pa., and am appearing here today on behalf of the 
Pennsylvania State Chamber of Commerce. It is my privilege to 
be a member of the committee on Federal taxation and to submit 
to you the amendments to section 102 of the Internal Revenue Code 
advoeated by that committee and the board of directors of our State 
chamber of commerce. Our proposals have been developed in co- 
operation with the council of State chambers of commerce, of which 
body the Pennsylvania chamber is a member, and with whose recom- 
mendations in this matter we are in full accord. 

Section 102 is intended to prevent the improper accumulation of 
surplus to avoid the imposition of a surtax on stockholders. We 
feel that the intent of this section should be retained: However, we 
also feel that several aspects of the section, as it now stands, should 
be changed in order to make it both more equitable and more in accord 
with this primary intent. 














GENERAL REVENUE REVISION 2121 


Specifically, we recommend that section 102 be revised so that: (a) 
The tax will apply only to that portion of the undistributed section 
102 net income which was unreasonably accumulated; (6) that the 
burden of proof will be upon the Commissioner with respect to both 
the fact and the amount of the unreasonable accumulation of surplus; 
and (c) that dividends paid within 75 days of the close of the taxable 
year may, at the taxpayer's election, be deducted in computing sec- 
tion 102 net income for such year. 

It seems a matter of simple logic that only the unreasonable ac- 
cumulation of earnings should be taxed. The unreasonable, not the 
reasonable, accumulation is the accumulation that is improper. Why 
should a corporation be subject to penalty on any perfectly proper 
accumulation of its earnings? Yet under the present wording of 
section 102, if a court decides that, out of an accumulation of $100,000, 
only $60,000 is reasonable, the tax applies to the whole amount of 
$100,000. Is not $40,000 the fair and just amount on which the cor- 
poration should pay the penalty? That is the amount which has been 
improperly accumulated and on which the individual stockholders 
would have had to pay a surtax had it been distributed. Certainly 
that is the amount to which penalty rates would logically apply in all 
other instances where there has been an underpayment, underestimate 
or other type of deficiency. 

[ use the word penalty purposely. In the case which established the 
constitutionality of the provisions of section 102 as applied to the 
legitimate business of an operating corporation, Helvering v. National 
Grocery Company, 304 U.S. 282, the argument was put forth that the 
liability imposed is not a tax upon income but a penalty designed to 
force corporations to distribute earnings in order to create a basis 
for taxation against the stockholders. The Supreme Court did not 
find that argument sound. Well, it may not have been sound enough 
to make the provisions unconstitutional, but I feel sure that you will 
agree with me that in its practical application the section 102 surtax 

s basically a penalty tax. It penalizes a corporation for unreasonably 
accumulating surplus in order that its individual stockholders may 
avoid payment of surtax. Such tax avoidance should indeed be 
penalized, but the penalty should be commensurate with the offense. 
It is self-evident that the avoidance is not the total accumulation but 
merely the excessive or unreasonable amount of accumulation. 

Although it is a fundamental principle of tax law generally that 
the burden of proof falls upon the taxpayer, section 102 adds even 
greater weight to the normal onus of demonstration. In the case of 
fraud penalties the burden of proof, theoretically at least, is on the 
Commissioner. Unfortunately, in many such cases the Commissioner 
shifts the burden by setting up a presumptive case and determining a 
deficiency on such presumptions. In most cases the Commissioner in 
setting up 102 deficiencies (penalties) does so on the basis of quite 
general statements, making it most difficult and burdensome for the 
taxpayer to state his case. For these reasons, in addition to the burden 
of proof being placed on the Commissioner it is equally necessary 
that he be required to state the amount of the accumulation that he 
alleges to be unreasonable. 

Another objection to section 102, as it is now worded and admin- 
istered, is that the revenue agent can, and in many cases he does, set 
up a presumptive for trading purposes and use it as a threat to get 
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concessions on other items. And, gentlemen, I had the experience of 
that kind of an instance yesterday. 

To overcome the presumption of correctness which attaches to the 
Commissioner’s findings, the taxpayer is often faced with the necessity 
of proving a state of mind. Frequently, rather than face this pos- 
sibility, a taxpayer will make larger distributions than prudence dic- 
tates, since the Bureau of Internal Revenue, while inclined to honor 
just reasons for accumulations, requests proof in the form of immedi- 
ate action. That the wording of a tax law should have a tendency 
to force a business to make imprudent decisions is certainly absurd 
and unjust. I would like to cite here a few types of cases where the 
actions of businessmen have been unduly influenced by the fear of 
threatened possible application of section 102. 

First, there is the situation where a company is prompted to make 
excessive and unnecessary capital acquisitions when it is not a good 
time to buy. Take the case of a textile company which had experi- 
enced substantial peaks and valleys over a 30-year period. It made 
very substantial profits during the war and in 1946, 1947 and 1948. 
In the middle of 1947 it was quite apparent that they were going to 
continue to enjoy large profits, and they were advised that there 
was a possibility of section 102 being asserted. To avoid this they 
made formal commitments of $1,500,000 worth of machinery and 
equipment. At that time they were in splendid financial shape, very 
liquid. In 1951 this same company, having expended its money for 
fixed assets in a very high market, was very definitely short of working 
capital. Had there not been the fear of section 102, they would not 
have been in such financial straits. 

ipa manufacturing corporations were faced with a similar prob- 
lem, but management just would not make formal commitments for 
new machinery and equipment at the then (1947) prevailing price 
levels. What eventually happened in this case was that they sold out 
toa larger corporation, and, giving due weight to various other factors 
involved, the 102 factor was the important one that led them into their 
decision. It was really a shame in this case because they were the type 
of management that we i greatly concerned with the welfare of their 
employees and they had kept their plants operating during depression 
periods when other manufacturers in the same industry had either 
curtailed or shut down.? 

There is also the situation where manufacturers will stock up their 
inventory with the idea in mind of not having section 102 asserted 
against them. There have been many cases of that in the textile in- 
dustry, and we have seen the bad effects of such unsound accumulation 
with goods taken off the market, manufacturers and plants have had 
to send labor home and slow down their operation.® 

As far as the effect on dividend declarations is concerned, many 
corporations today are financing their operations with borrowed 
money merely because they paid out too much in dividends several 
years ago to avoid being subject to section 102. I have in mind one 
company in particular which, in order to be clear un 102, paid out 
far more than I felt was necessary, and more than I advised them to 
pay, just to be free from the burden of proving their state of mind. 

1 Source : Economic Effects of Section 102, Tax Institute, Inc., 1951. 


2Same source 
®Same source 
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Now they are paying interest on loans instead of operating out of their 
own past earnings. 

Also, it seems a matter of plain common sense that more weight 
should be given to the opinion of corporate executives as to what con- 
stitutes a reasonable accumulation in their own particular business 
than to the opinion of an outside entity that is unfamiliar with the 
requirements of the business and is not responsible for the conse- 
quences. Such is not the case the way the burden of proof lies with 
respect to section 102 as it reads today. 

The taxpayer is all the more at a disadvantage in disproving by the 
clear preponderance of the evidence any impropriety of accumulation 
when we consider that the standards for the application of section 102 
are vague both in the law and in the regulations. This gives the de- 
cisions of the courts added weight. There still remains, even after a 
study of the court decisions, a large area that is neither black nor white. 
Such vagueness puts the taxpayer in a very difficult spot, he has to run 
his business according to how he guesses the courts and the revenue 
agents will be thinking some 2 or 3 years hence. 

“I have in mind the Trico decision and the World P ublishing deci- 
sion. In the Trico decision, the court said the patents were not sufli- 
cient reason to accumulate earnings. The corporation stated that 
they accumulated earnings in order to be able to have enough funds 
to protect their patents. It so happens the product was a windshield 
wiper in which they had practically a monopoly. They wanted to 
make sure they had the necessary money to protect the patent, because 
the patent was running out. The court said they did not think 
that was any reason, because they were so entrenched. 

Then, going to the World Publishing case, there the “y accumulated 
sarnings, they said, to increase their pi int and equipment, but they 
had no formal commitments. The court said here there was no 
patent or any particular copyright or any particular thing that gov- 
erned their earnings or responsibility for their earnings; it was just 
general business, and they had a good, wide spread of customers; 
therefore, they did not have to worry about the present years involved; 
that they had a surplus. Therefore, because their commitments were 
definite, they were allowable no accumulation. 

There you are. In one case they said the patent would have 
been a reason, and in the other case they said it was not. 

Certainly it should not be necessary for a businessman to have to 
anticipate the mind of the courts when he is deciding on matters of 
policy within his own business. Or, if this added weight is to be left 
on the shoulders of the businessman, he should, at least in my opinion, 
be allowed the election of paying a deficiency dividend equal to the 
amount of surplus accumulation which the revenue agent calls un- 
reasonable. Thus he would not have to pay a penalty for a perfectly 
honest mistake of judgment. 

One other revision of section 102 that we feel would make it better 
serve its purpose would be to allow the taxpayer, if he so elects, to 
deduct any dividends paid within 75 days of the close of the taxable 
year in computing the section 102 net income. It very frequently 
occurs that a corporation does not have a clear picture of its financial 
status until sometime after the close of the year. This is very true, 
and a lot of small corporations take inventory once a year. So it is 
almost impossible to know exactly what the earnings will be until 
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that inventory is taken at the close of the year. We feel that at least 
75 days should be allowed for a business to determine its ability to 
pay out dividends. Certainly payment of any dividends within such 
a reasonable time should not give rise to any presumption of tax 
avoidance. 

Thank you very much. 

The Cuamman. Thank you very much for your fine presentation. 

Are there any questions? The Chair hears none. 

The next witness is Dave McConnell, Esq., Charlotte, N. C., repre- 
senting Belk Department Stores. 

If you will give your name and the capacity in which you appet 
we will be glad to hear you. 





STATEMENT OF DAVID M. McCONNELL, ATTORNEY AT LAW, 
CHARLOTTE, N. C. 


Mr. McConnett. My name is David M. McConnell, an attorney, 
residing in Charlotte, N. C., and practicing in the field of taxation. I 
also speak as chairman of the tax committee of the Charlotte Chamber 
of Commerce. 

In the course of my practice, it has been my opportunity to have 
represented taxpayers in about 20 cases having section 102 issues. It 
is my firm opinion, even in view of the generally fair attitude and 
high caliber of revenue officials, that legislation is critically needed 
to amend the existing section 102. In its present form, it offers more 
scope for arbitrary and capricious acts and attitudes on the part of 
revenue officials than any section of the Internal Revenue Code deal- 
ing with civil actions. I hold no brief for the surtax dodger but do 
believe that many businessmen are being penalized for thrift and 
sata 

Specifically, it is recommended : 

(a) That the} wurde n of proof be changed from the taxpayer to the 
Government. I am pleased to note that Commissioner T, Coleman 
Andrews, in the Mey 1953, issue of News and World Reports agrees 
with this recommendation precisely. 

(b) That the term “the reasonable needs of the business” be more 
precisely defined. 

(c) That the penal rates of section 102 apply only to that portion 
of income deemed unreasonably accumulated. 

(7d) That deficiency dividends be allowed as corrective measures 
similar to those provided in section He Internal Revenue Code. 

If these amendments be achieved, the administration of the section 
will not result in unreasonable hazards to those business units which 
are prudent in their management, and which conserve their funds for 
reasonable expansion and for protection against obsolescence, compe- 
tition, and the hazards of the business cycle, including war and postwar 
adjustments and readjustments, 

One of the principal complaints against the present section is that 
it forces into annualized tax periods, business situations, and intentions 
which are predicated on long range investment, development, and ex- 
pansion plans. For example, it may take years of secret negotiations 
with owners of expensive adjoining city real estate—sometimes pur- 
chaseable only upon death of the owner. Frequently it is unsafe to 
have authority for these secret negotiations placed in corporate min- 
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utes subject to the gaze of diverse stockholders, some of whom may be 
owners of adjoining land. 

Even when adjoining real estate is purchased, large sums need to be 
accumulated in advance for the erection and equipment of building. 
These funds for building cannot be accumulated quickly, and fre- 
quently must await the uncertain timing of the fruition of secret real 
estate negotiations—not of record on corporate minutes. With the 
burden of proof under section 102 now on the taxpayer, there are 
grievous penalties for the privacy and secrecy of these property nego- 
tiations. 

When the investment in a building is made, the annual depreciation 
allowance is based usually on a 50-year life, per bulletin F. Yet the 
usual attitude of the Government is to view with alarm any sizable 
accumulation of surplus, even though the amounts accumulated are 
entirely reasonable in view of the present high cost of buildings. Fre- 
quently, present depreciation reserves are entirely inadequate to re- 
place existing structures at present high construction costs. If a 
business were forced into paying out 70 percent of its earnings in 
annual dividends under present Bureau of Internal Revenue audit 
standards, in order for it to expand, the business unit is forced into 
mortgage financing, with resultant increased sensitivity and hazard 
to the whims and changes of business cycles, with resultant instability 
in the employment status of its present employees, as well as the 
financial wreckage of its stockholders. 

On a 50-year depreciable building investment, a prudent business 
executive must estimate, with considerable finesse, the time and phase 
of the business cycle to start his venture in order to pay for this invest- 
ment at a fair price phase of the cycle, without the hazardous stricture 
of having too many dollars in fixed assets at a time of financial crisis 
when liquid capital is so essential. The factors of obsolescence, and 
increased competition are also difficult to make of record with sufficient 
definiteness to satisfy the requirements of a section 102 audit. 

Another administrative inequity worthy of comment is the failure 
of the revenue officials to recognize the intrayear financial liquidity 
cycle of a business. Frequently mercantile businesses on a calendar 
vear basis will sell out most of their goods at Christmas, and at the 
time of the December 31 balance sheet, there is a fleeting moment of 
maximum liquidity before late winter and spring goods must be pur- 
chased, and taxes and dividends paid. Yet this fleeting moment of 
maximum liquidity is the time at which the section 102 examination is 
made by the Government and little weight is given by officiaJs to the 
fleeting nature on this year-end liquidity. 

In short, the Revenue agents with benefit of hindsight on post- 
audit substitute their ideas of what are the reasonable needs of the 
business, and what are reasonable savings to safeguard against haz- 
ards. Thus the quick hindsight of an agent on an audit is the real 
basis of the tax in lieu and stead of the mental processes of a prudent 
and experienced business executive who attempts, by conservation of 
assets, to minimize risk and hazard in this day of inflation and war 
and crisis, and to meet competition and provide for reasonable growth 
and expansion. Herein lies the principal need for changing the bur- 
den of proof from taxpayer to the Government, since section 102 is 
essentially a tax on a state of mind. 
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With a change in burden of proof, and in a more precise statutory 
definition of the reasonable needs of the business, together with an 
opportunity for corrective dividends, and with the tax assessed only 
upon the portion unreasonably accumulated, the purpose of section 
102 in preventing surtax avoidance can be achieved without inequit- 
able penalties upon the prudent businessman. 

I thank you. 

The Cuatmrman. We certainly thank you for your very fine state- 
ment, Mr. McConnell. 

The next witness is Mr. Charles W. Stewart, secretary, Machinery 
& Allied Products Institute. 

Mr. Stewart, we are glad to have you here. If you will give your 
name and the capacity in which you appear, we will be glad to hear 
you. 


STATEMENT OF CHARLES W. STEWART, SECRETARY, MACHINERY 
& ALLIED PRODUCTS INSTITUTE 








Mr. Srewart. My name is Charles W. Stewart. I am secretary of 

the Machinery & Allied Products Institute, which represents capital 
goods and industrial equipment manufacturers. 

If the chairman please, I should like to have incorporated in the 
record a 9-page written statement and then would like to offer a brief 
oral statement. 

The Cuatrman. Without objection, it is so ordered. 

Mr. Srewarr. Section 102 of the Internal Revenue Code has a 
unique impact upon the capital goods industries which include many 
small and medium sized firms, are subject to cyclical fluctuations in 
income and sales and are required to accumulate funds for sudden 
contingencies, including defense emergencies. 

In view of this multiple effect of section 102 on many capital goods 
firms, particularly in terms of their ability to accumulate capital 
for growth purposes, we are especially appreciative of the oppor- 
tunity to appear before you on this subject. 

We pointed out in previous testimony that essentially section 102 
is vague and subjective in application. We differ with the prior 
witness to some extent in that we do not believe it is possible to make 
a precise definition of unreasonable accumulation nor do we believe 
such a definition should be attempted. 

The CHamman. Pardon me right there. You are speaking of 
definitions, and I had copied this down. Socrates said, “The begin- 
ning of wisdom is the definition of terms.” 

Mr. Srewart. I think, Mr. Chairman, I have developed in the brief 
why we feel it will be inadvisable to attempt to define “unreasonable 
accumulation” at least by law. Actually, the rules of the game since 
section 102 was adopted are decided on a case-by-case basis and de- 
pend not only on the individual circumstances in the case but indi- 
vidual judgments of the revenue agents and, where the case reaches 
litigation, judgment of the judges. Thus the very inherent nature 
of section 102 leads, we believe, to certain very unfortunate economic 
consequences. 

In the first place, as pointed out widely, section 102 represents a 
psychological barrier to sound business policy. This is in part due 
to what is called the immediacy doctrine, in that the Bureau, in its 
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administration of section 102, has insisted that the taxpayer who claims 
his accumulation to be reasonable must show that the accumulation was 
made for some immediate purpose as distinguished from an indefinite 
purpose in the future or as distinguished from a reserve for future 
contingencies. 

It is also a psychological] barrier for the simple reason that the way 
the law is written and administered permits the revenue agent to in- 
dulge in hindsight, a second guess, years after the fact, when the facts 
and circumstances may have changed, and also to use waiver provisions 
to extend the period of the hindsight. Secondly, it has a special im- 
pact on small and cyclical business. As pointed out previously, the 
cyclical nature of manufacturing is characteristic of capital goods. 
Also, we have many small, medium-sized companies in this area. I 
believe a number of the reports of the Small Business Committees of 
the Capito] pointed out the cyclical nature of the business. 

Third, it grants an unfair advantage to revenue officials, as I pointed 
out, because of the hindsight position. It is a postaudit, a second 
guess, and in many cases the taxpayer is persuaded to sign a waiver 
so that the hindsight period can be extended further. 

Also, it is an unwarranted double burden of proof placed upon 
the taxpayer. In the first place, he has the burden of proof with 
respect to the fact of reasonableness and also the purpose of violating 
the statute once the unreasonableness is certified. 

Again, it has perverse cyclical effects because it prevents companies 
from establishing a cushion upon which they should be able to rely 
should business conditions change. 

Also, it prevents some softening or dampening of the boom by using 
saving techniques during the boom period. 

We feel, also, it has a very adverse and unfortunate effect upon 
national defense planning, because, particularly in the capital goods 
industry, it is essentially these companies which will be called upon 
suddenly for national defense production, and they must have a cush- 
ion of funds to permit a trebling or quadrupling of their production. 

I should like to cite one or two specific examples of the effects of 
section 102 which have recently come to our attention. 

In one current case known to the Machinery Institute involving a 

capital goods company, the taxpayer corporation, finding its order 
heal declining and its sales prospects dim, began to accumulate for 
the contingency of poor sales and profits in immediately ensuing 
years. As events turned out, a reversal of the business cycle com- 
bined with Korea and resultant defense orders proved this pessimistic 
outlook wrong. And yet, at the present time, with the advantage of 
hindsight, the Internal Revenue Service is attempting to assert a sec- 
tion 102 deficiency on the basis that subsequent events made the con- 
tingency accumulations unreasonable. 

In another case, because of the threat of such hindsight adminis- 
tration of section 102, a key producer of capital goods essential to 
the war effort was persuaded to declare an extraordinarily large di- 
vidend before Korea, thereby depriving the company of a $1 million 
cushion to its cash position. Then, within a short period of time, 
the company was in no position to provide the $1.5 million necessary 
to finance an urgent expansion to meet unanticipated defense orders 
and other essential production requirements. It was consequently 
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forced to resort to outside debt financing, weakening the company’s 
asset position and adding to its cost of operation. 

Our recommendations may be briefly summarized as follows. 

Incorporate into the law a statement of congressional intent de- 
stroying the “immediacy doctrine” under which accumulations for 
indefinite but nevertheless real business needs are suspect and fre- 
quently made liable to the penalty tax. As Undersecretary of the 
‘Treasury Folsom recently told the House Select Committee on Small 
Business : 

* * * The so-called immediacy test * * * makes it difficult for a small business 
to accumulate earnings gradually from year to year for ultimate use on sizable 
expansion projects. 

Provide that once the taxpayer has submitted to the Commissioner 
a statement indicating the reasons behind its accumulation of earnings, 
the burden of proof in determining that such accumulations are un- 
reasonable shall be upon the Commissioner. In other words, we pro- 
pose that the committee approve and the Congress enact into law the 
same change which this very committee approved and sent to the floor 
of the House in 1948 wis respect to the burden of proof. 

Third, provide that the section 102 tax shall be imposed not on the 
entire amount of accumulated earnings for the taxable year in ques- 
tion but, rather, only upon that part ‘determined to be unreasonable. 

Finally, we recommend that the committee indicate in its committee 
report accompanying the revision of section 102 the intention of Con- 
gress that, when judging the reasonableness of an accumulation, the 
facts available to the corporate officers at the time of the accumulation 
shall 7 controlling rather than the facts available to the Commis- 
sioner by hindsight in the year in which the deficiency is assessed, 
We do not recommend that this be done by law but as a matter of 
a simplified tax code. We believe, however, that a statement of the 
purpose or intent by the committee on this point would lead to a 
reasonable administration of the law. 

Finally, we believe that changes in the law or section 102 are ab- 
solutely essential. We do not believe that the necessary change in 
administration can be’ accomplished simply by a change in the admin- 
istrative policy 

For example, there is in the regulations at the present time the so- 
called 70-percent rule. Over and over again the Commissioner has 
issued statements that he does not intend that the 70-percent rule shall 
be an arbitrary or absolute rule, it shall be a guide only. Yet in fact 
it is being adibintate red as if it were an absolute rule. 

We have called attention to the statement of Under Secretary of 

ie Treasury Folsom that— 

* * * the so-called immediacy test * * * makes it difficult for a small 
business to accumulate earnings gradually from year to year for ultimate use on 
sizable expansion projects. 

We noted a statement of Commissioner of Internal Revenue Cole- 
man Andrews that in his judgment section 102 should be used “as a 
lever, not as a club” and that the Government should assume the bur- 
den of proof. 

Referring to the national defense aspect, I should like to emphasize 

hat in this way: American industry, especially the capital goods 
industries, and more especially small and medium-sized companies, 
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must have a very substantial cushion to fall back on if they are to be 
continually mobilized for an emergency. Tax policy with reference 
to this basic consideration no longer can be made in a vacuum. No 
longer can we allow laws to remain unchanged which create an im- 
pediment to the operation of sound business policies in the interest of 
maintaining an ever-ready mobilization base. 

In conclusion I should like to comment that in our judgment this 
committee could find no better opportunity to place in effect its basic 
objectives to correct inequities in the code, to simplify the code, and ai 
the same time with only a small loss in revenues, than would result 
from a thoroughgoing revision of section 102 along the lines we have 
recommended. 

The Machinery & Allied Products Institute has had opportunity 
to testify before the committee in the current hearings on six occasions. 
We should like to congratulate the chairman and the members of the 
committee on the competent and patient manner in which the hearings 
have been handled, and the courtesy with which the committee and the 
staff have cooperated with us. 

The Cuainman. Thank you very much, You represent a great or- 
ganization, and one which has been very helpful to the committee. 

Mr. Svewart. Thank you. 

(The following statement was submitted by Mr. Stewart:) 


STATEMENT OF MACHINERY AND ALLIED PrRopUCTS INSTITUTE, PRESENTED BY 
CHARLES W. STEWART, SECRETARY 


Mr. Chairman and gentlemen of the committee, section 102 of the Internal 
Revenue Code has a unique impact upon the capital goods industries, which 
nclude many small and medium size firms, are subject to cyclical fluctuations in 
come and sales, and are required to accumulate funds for sudden contingencies 
including defense emergencies. 

In view of this multiple effect of section 102 on many capital goods firms, 
particularly in terms of their ability to accumulate capital for growth purposes, 
ve are especially grateful for the opportunity to appear before this committee and 
to present our views and recommendations on the current treatment of corporate 
surplus accumulation under the Internal Revenue Code. 


NATURE OF THE LAW AND SUMMARY OF MAPI RECOMMENDATIONS 


Section 102 of the code provides that a special penalty tax shall be levied upon 
corporate undistributed earnings accumulated to avoid individual surtaxes on 
dividend recipients. This section is one of the more unique but least understood 
provisions of the code. Let us first comment briefly on the basic nature of the 
provision, its method of operation and its impact upon the business community. 
Section 102 vague and subjective in application 

Since section 102 is addressed to the purpose of preventing avoidance of sur- 
taxes through unreasonable accumulations of corporate earnings, it must, by its 
very nature, remain somewhat vague and subjective since no precise definition 
of unreasonable accumulation can be written. In other words, the rules of the 
game are decided case by case, situation by situation, depending not only on the 
individual circumstances of the taxpayer but on the varying judgments of differ- 
ent revenue agents and, in cases of litigation, of varying judges. It would indeed 
be a dull gaine of football were the rules to depend upon the individual whims 
of each referee; lack of enterprise and initiative would characterize the play. 
And yet the same situation prevails throughout much of American industry 
insofar as the impact of section 102 is concerned. 

Being then by nature uncertain in its application, section 102, as presently 
written, leads to many undesirable economic consequences : 

(1) Psychological barrier to sound business policy.—Because only vague 
rules apply to the definition of “unreasonable accumulation” there is an 
atmosphere of fear and uncertainty in the minds of many businessmen regard: 
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ing the possible application of section 102 to what they would otherwise consider 
reasonable business decisions. In many cases this hazard never materializes, but 
as a psychological barrier to sound business policy, its effects are nonetheless 
real. It should be emphasized that the number of deficiencies actually assessed or 
cases litigated under section 102 are not a sound measure of its impact on business 
enterprise and growth. 

(2) Special impact on small and cyclical businesses.—As written and as ad- 
ministered, section 102 especially penalizes small dynamic firms and those subject 
to cyclical fluctuations. The capital goods industries which MAPI represents 
are particularly characterized by such small and highly dynamic firms with wide 
variations in year to year sales and income. Court decisions have indicated 
that accumulations may well be found to be unreasonable merely because there 
was no immediate need for their use. And yet smaller growing firms are required 
to accumulate over many years in order to finance economically worthwhile 
projects and to provide reasonable contingency funds for highly probable fluctua- 
tions in business. 

As the body of law on section 102 now stands, the businessman is often 
required to demonstrate more of the qualities of the crystal-ball gazer than of the 
business executive in order to avoid the potential application of section 102. He 
may be required to forecast precisely the business needs of the future for which 
accumulations are made. The art of prophecy is indeed a highly respected one 
but it should hardly be required of businessmen in order to avoid penalty taxes. 
The depressing effects of this aspect of section 102 on small business have been 
recently emphasized in a report of the House Select Committee on Small Business 
investigating the impact of the tax structure on small business. 

(3) Unfair advantage granted to revenue officials.—Because of the uncertainty 
and the lack of objective criteria in applying section 102, revenue agents often 
find the section a convenient whip to extract concessions on other completely 

nrelated tax matters. Furthermore, the 3-year statute of limitations plus the 
too often applied waiver of the statute allows the revenue agent to judge the 
reasonableness of an accumulation many years after the event. With such hind- 
sight, who could not find cases where accumulations, made in good faith at the 
time, turned out to be somewhat greater than the actual needs of the business. 
In fact, using such hindsight one might say that a businessman who had for a 
long time maintained fire insurance was foolish to have taken out such insurance 
since, having never actually had a fire loss, he did not need it. This is hardly 
the type of reasoning upon which to administer an important provision of the tax 
code 

(4) Unwarranted double burden of proof placed upon tarpayer.—Common- 
sense would dictate that the best judges of the reasonableness of corporate 
business accumulation are the corporate officers who are so well acquainted with 
the intimate details of the business. And yet under the tax law as it now reads, 
the Commissioner's determination of reasonablenessis given a presumption of 
correctness, plus an additional presumption that unreasonable accumulations 
are determinative of a purpose to avoid surtaxes. The documentation required 
to rebut this presumption is often completely impossible in view of the lengthy 
time period elapsing before the deficiency is asserted, and especially in view of 
the vagueness of the concept “unreasonable accumulation.” 

With all due respect to the ability and integrity of revenue officials, it is in- 
deed surprising that their judgment on such a nebulous matter as whether or 
not an accumulation is reasonable should be given greater weight than the 
experience and intimate knowledge of those who administer the affairs of the 
business, 


MAPI recommendations summarized 

Section 102 must always remain somewhat ambiguous and uncertain. Never- 
theless, appropriate changes in the law could remove most of the worst features 
without, at the same time, destroying the basic provisions of the section. In 
summary the Institute recommends the following steps to accomplish this 
objective: 

(1) Incorporate into the law a statement of congressional intent destroying the 
immediacy doctrine under which accumulations for indefinite, but nevertheless 
real, business needs are suspect, and frequently made liable to the penalty tax. 
As Under Secretary of the Treasury Folsom recently told the House Select 
Committee on Small Business, “* * * makes it difficult for a small business to 
accumulate earnings gradually from year to year for ultimate use on sizable 
expansion projects.” 
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(2) Provide that once the taxpayer has submitted to the Commissioner a state- 
ment indicating the reasons behind its accumulation of earnings, the burden of 
proof in determining that such accumulations are unreasonable shall be upon the 
Commissioner, 

(3) Provide that the section 102 tax shall be imposed, not on the entire amount 
of accumulated earnings for the taxable year in question, but only upon that 
part determined to be unreasonable. 

(4) Indicate in the committee report accompanying the revision of section 102 
the intention of Congress that, when judging the reasonableess of an accumula 
tion, the facts available to the corporate officers at the time of the accumula- 
tion shall be controlling, rather than the facts available to the Commissioner 
by hindsight in the year in which the deficiency is assessed. 

As evidenced by these recommendations, the Machinery Institute has no quarrel 
with the broad purposes of section 102. Given the changes in the law recom- 
mended above, we feel that most of the undesirable results now observed in irs 
administration will be eliminated. 


DETAILED ANALYSIS AND RECOMMENDATIONS 


Immediacy doctrine 

As presently incorporated in the code and administered by the Internal Revenue 
Service, the effects of section 102 are in many cases detrimental to the dynamic 
growth of corporations, especially small and growing corporations and those 
whose sales and earnings are subject to cyclical fluctuation. 

Under current interpretation, one of the criteria for judging the reasonableness 
of corporate surplus accumulations is whether or not there exists an immediate 
husiness need for the funds obtained through such accumulation. In two cases 
testing the validity of the Commissioner’s assertion of a section 102 deficiency, 
both pertaining to the same taxpayer, the court held that the accumulation of 
funds during the earlier years of World War II for postwar needs was unreason- 
able since the need for the funds was not immediate; for a later taxable year 
the court held that an accumulation by the same taxpayer was reasonable since 
the use of the funds was relatively immediate to their accumulation.’ 

Larger corporations are able to accumulate earnings for a shorter period of 
time in order to finance new investments, due to their greater financial resources 
and easier access to outside markets for funds. On the other hand, young and 
growing firms with limited financial resources find it necessary to accumulate 
earnings over a number of years before sufficient funds are available to make firm 
investment commitments. Consequently, such firms are especially penalized by 
the use of the immediacy doctrine in the interpretation of section 102. By their 
very nature, these firms cannot make expenditures immediately subsequent to 
accumulation. Moreover, such concerns are precisely those most in need of ac 
cumulating reserves against the contingency of future downturns, which might 
otherwise eliminate them from the economic scene. As the institute has pre- 
viously pointed out in testimony before this committee, during the revenue re- 
vision hearings of 1950 * the threat of section 102 hangs like the sword of Damocles 
over the head of such concerns making it especially difficult for them to accu- 
mulate the reserves necessary for financing growth. 

The Institute, therefore, recommends that the Congress incorporate into section 
102 a statement of intent which clearly spells out the fact that bona fide accumu 
lations, for the purpose of financing concrete business projects or reasonable con- 
tingency reserves for lean years shall not be considered unreasonable even though 
the commitment of such funds must of necessity wait upon some future date. 


Burden of proof 

The combination of the statutory language in section 102 and the operation 
of the rules of evidence in income tax cases places a double burden upon the tax- 
payer in the litigation of section 102 cases. Under the statute, a finding that 
funds were unreasonably accumulated is “determinative of the purpose to avoid 
surtax upon shareholders unless the corporation, by the clear preponderance of 





1World Publishing Co. v. U. S8., 47-1 U. S. T. C., par. 9280, 72 Fed. Supp. 886, affirmed 
(Cc. C. A. 10) 48-2 U. S. T. C., par. 9346, 169 Fed. (2d) 186; certiorari denied by the 
U. S. Supreme Court, 335 U. S. 911, 69 S. Ct. 480. World Publishing Co. v. U. 8., 52-1 
U. S. T. C., par. 9235. 

2 Reproduced in Taxes and Economic Progress, MAPI (1950). See also How To Improve 
Federal Tax Policy, MAPI (1952). 
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the evidence, shall prove to the contrary.” The determination of the Commis- 
sioner that funds are permitted to accumulate beyond the reasonable needs of 
the business is presumptively correct under normal income tax proceedings. In 
addition to having to rebut this presumption the taxpayer must also rebut a 
second presumption specifically stated in the law, namely, that once a finding 
of unreasonable accumulation has been made the existence of purpose or intent 
to avoid surtax is presumed 

While in actual fact the determination of what is reasonable or unreasonable 
in the accumulation of surplus can best be determined by the corporate officers 
who are familiar with the actual needs and circumstances of the corporation, 
the law now operates to grant a presumption of correctness to the Commissioner’s 
findings on this subject. This naturally induces a large amount of uncertainty 
in the administration of the law. 

Certainly the whole concept of what is and is not an unreasonable accumula- 
tion of funds is very nebulous. It cannot be pinpointed in law or in litigation. 
Moreover, the smaller corporation, especially with the burden of proof that it 
must carry, often cannot afford to litigate the Commissioner’s determination, 
Consequently, the accumulation of funds for legitimate needs of business be- 

omes a matter of grave concern and uncertainty to officers of smaller corpora- 
tions Dividend distributions are often made in excess of those economically 
desirable in order to avoid the uncertain and expensive threat of having a revenue 
agent assert a section 102 deficiency. Similarly, investment plans may be hastily 
made and ill conceived in order to be put into operation immediately after the 
accumulation of funds, again in order to avoid the ever present threat of sec- 
tion 102. 

The uncertainty inherent in the application of section 102 can never be com- 
pletely eliminated It can be substantially modified, however, by making certain 
changes in the law with regard to the burden of proof. In 1948 the Ways and 
Means Committee favorably reported, and the House passed, a bill amending sec- 
tion 102 to provide that upon the assertion of a section 102 deficiency the tax- 
payer could submit to the Commissioner a list and justification of business pur- 
poses for which the accumulation was reasonably made; upon the filing of such 
a statement by the taxpayer “the burden of proof with respect to the issue as to 
whether earnings or profits have been permitted to be accumulated beyond the 
reasonable needs of the taxpayver’s business shall be upon the Commis- 
sioner * * *.” This change in the law is strongly recommended by the Machinery 
Institute. It would have the following advantages: 

(1) It would relieve some of the uncertainty in the administration of section 
102 by lifting the burden of proof from the taxpayer and accepting the tax- 
payer's own intimate knowledge of his business needs as presumptively correct 
n any litigation. In view of the impossibility of defining exactly an “unreason- 
able” accumulation, a presumption of correctness should properly attach to the 
taxpayer's decision, since he alone is acquainted with the intimate details of 
his business needs 

(2) It would make the task of litigating section 102 deficiencies somewhat 
easier and in many cases unnecessary for the smaller taxpayer who is often 
foreed to forego a court test of the Commissioner’s determination due to the 
expensive cost of such litigation with the onus of the double burden of proof 
now in the law. 

(8) It would not place an unreasonable burden upon the Commissioner 
since the taxpayer would file a justification of its accumulation on the basis 
of his own intimate knowledge of the business. Indeed, Commissioner of 
Internal Revenue Coleman Andrews recently stated, in an interview for a lead- 
ing business magazine, that section 102 should be used “as a lever, not as a 
club, and I think that in applying it the Government should assume the burden 
of proof. As Commissioner of Internal Revenue I am willing to accept the 
burden.” 


Discrimination against businesses with fluctuating incomes 


Firms which are engaged in businesses subject to wide cyclical fiuctuations 
find it necessary to accumulate surplus in good years in order to weather the 
economic storms of lean years. Such firms must of necessity, if they are managed 
from a sound business standpoint, accumulate a larger proportion of relatively 
liquid reserves than firms which are subject to much more moderate cyclical 
changes in sales and income. The capital-goods industries are the classic 
example of such industries. 
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There is no need to use the depression of the 1930's to illustrate this point. 
During the recession of 1949, which for most industries was merely a slowdown 
in the rate of growth, the capital-goods industries were subject to wider fluctu- 
ations than the rest of the economy. From 1948 to 1949, after correction for 
price changes, the total gross national product actually increased by $600 mil- 
lion. Sales of industries supplying consumption goods increased by $5 billion 
during this period, both consumer durables and nondurables sharing in the rise. 
On the other hand, manfacturers of producers’ durable equipment suffered a 
drop of 10 percent, or over $2 billion, in their domestic sales and an even larger 
relative drop in their exports, 

Moreover, among the firms making up the capital-goods industries there is 
a relatively large proportion of small corporations which are especially subject 
to the provisions of section 102. The combination of these two characteristics, 
cyclical fluctuations and smal. size firms, make the accumulation of capital 
for growth purposes by firms in the capital-goods industries especiaily difficult 
in view of the threat of section 102. Thus, section 102 results in discriminatory 
tax treatment of capital-goods producers. 

The institute believes that the adoption of the two recommendations noted 
earlier, i. e., the elimination of the immediacy doctrine and a shift in the burden 
of proof on the reasonableness of corporate accumulations, will make the pro- 
vision of investment funds by capital-goods firms less likely to be subject to 
unwarranted limitation by the use or by the threat of section 102. 


Hindsight and unreasonable accumulations of corporate surplus 


In its studies of the application of section 102 the Machinery Institute has 
noticed an administrative practice of internal revenue authorities which places 
an unwarranted burden upon the corporate taxpayer. 

Decisions to accumulate corporate funds in surplus are made by corporate 
directors in the light of the facts existing at the time the funds are accumu 
lated. Under the statute of limitations the Internal Revenue Service has 
3 years in which to assert deficiency assessments upon taxpayers. However, 
it is not unusual for the Internal Revenue Service to request the taxpayer 
corporation to sign a waiver of the statute of limitations for the return of a 
particular tax year or years. Taxpayer corporations rarely refuse to sign 
waivers upon request, as to do so may be construed as evidence of a lack of 
cooperation by the Internal Revenue Service and possibly, as noted in a recent 
study of section 102 by the Joint Committee on the Koconmic Report, may lead 
to a more rigorous examination of present and future returns. This time lag 
in the examination of corporate returns, further extended by waivers, permits 
the Internal Revenue Service to back guess on corporate returns and financial 
policies. Thus, the revenue service is given an unfair advantage, since the 
use of hindsight may often indicate that corporation accumulations, honestly 
and soundly made at the time, were unwarranted by future events. 

In one current case known to the Machinery Institute, involving a capital- 
goods company, the taxpayer corporation, finding its order books declining and 
its sales prospects dim, began to accumulate for the contingency of poor sales 
and profits in immediately ensuing years. As events turned out, a reversal 
of the business cycle combined with Korea and resultant defense orders proved 
this pessimistic outlook wrong. And yet, at the present time, with the advan- 
tage of hindsight the Internal Revenue Service is attempting to assert a sec 
tion 102 deficiency on the basis that subsequent events made the contingency 
accumulations unreasonable. 

In another case because of the threat of such hindsight administration of sec- 
tion 102, a key producer of capital goods essential to the war effort was per- 
suaded to declare an extraordinarily large dividend before Korea, thereby de- 
priving the company of a $1 million cushion to its cash position; then within a 
short period of time the company was in no position to provide the $144 million 
necessary to finance an urgent expansion to meet unanticipated defense orders 
and other essential production requirements. It was consequently forced to 
resort to outside debt financing, weakening the company’s asset position, and 
adding to its costs of operation. 

The use of pressure to secure waivers combines with the hindsight of later 
years to give the Internal Revenue Service a distinct advantage vis-a-vis the tax- 
payer, who has not the advantage of such hindsight when he makes the decision 
to accumulate. 

For these reasons the Machinery Institute recommends that this committee, in 
its report on the revision of section 102, strongly indicate that the reasonableness 
or unreasonableness of surplus accumulations should be determined from the 
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facts available at the period in time during which the accumulations were made. 
Furthermore, congressional indications against the unwarranted use of pressure 
to force taxpayers into signing waivers of the statute of limitations would be 
most helpful in alleviating some of the ill effects of the present administration 
of section 102. 

We suggest that this injunction be incorporated in the committee report, rather 
than in the law itself, because we are well aware of the objctive of the Ways and 
Means Committee to simplify the tax law. We are in full accord with this pur- 
pose and have framed our recommendation to preclude burdening the statute 
with particularized, complicated, and lengthy provisions. 


Section 102 tax levied on all undistributed earnings 


At the present time the section 102 penalty tax is levied on all undistributed 
income of the taxable year or years concerned regardless of the portion held to be 
unreasonably accumulated. Such a penalty is inappropriate and unnecessarily 
extreme. Specifically, the penalty should apply only to the portion of the accu- 
mulation which is demonstrated to be unreasonable. 

The institute realizes that in some cases it may be virtually impossible to 
segregate the undistributed accumulation into reasonable and unreasonable por- 
tions, especially in view of the fact that, in a large number of cases, prior year 
accululations and high liquidity ratios influence the determination of reason- 
ablness. However, on the other side of the coin there are many cases where 
such a segregation is possible and where neither the courts nor the Commissioner 
should be prohibited from limiting the tax base to that portion of the accumula- 
tion which is judged to be unreasonable. 


Perverse cyclical effects of current section 102 administration 

The purpose of section 102 is to prevent the avoidance of individual surtaxes 
through unreasonable corporate accumulation. However, when the law is too 
strenuously administered, especially in the light of the immediacy doctrine, it 
creates in the economy certain economic effects which accentuate boom and 
bust eycles. During periods of inflation and higher profits, the moderate accumu- 
lation of corporate liquidity is a healthy factor insofar as it provides a reservoir 
of funds to maintain activity during the downturn of the cycle and drains off 
some of the excess demand during the inflationary period. However, an overly 
zealous application of section 102 tends to make such corporate liquidity, espe- 
cially on the part of smaller concerns, difficult to maintain. Such a policy forces 
corporations either to pay out excessive dividends or to venture into otherwise 
unwarranted expenses, in both cases adding to the inflationary trend and remov- 
ing the reservoir of funds which would otherwise be available to dampen an 
economic downturn. 

There is a related consideration connected with our national defense and the 
type of long-term defense effort to which we are committed. America’s most 
potent weapon is its mighty productive capacity to which the capital goods indus- 
tries are central. The nature of our defense program requires that industry be in 
a position suddenly to expand, to triple, or quadruple its production depending 
upon the nature and scope of the attack. This will involve all the brains, energy, 
and funds which can be marshaled overnight, with no period of grace in which 
to initiate incentive devices, RFC’s, SDPA’s, etc. 

American industry, especially the capital-goods industries, and more especially 
small and medium sized companies, must have a very substantial cushion to fall 
back on if they are to be continually mobilized for such an emergency. Tax 
policy with reference to this basic consideration no longer can be made in a 
vacuum. No longer can we allow laws to remain unchanged which create an 
impediment to the operation of sound business policies in the interest of main- 
taining an ever-ready mobilization base. 


CONCLUSION 


MAPI takes no exception to a well-conceived and reasonably administered 
section 102. The recommendations of the institute, spelled out above, will 
improve the law and will enable section 102 to be administered toward the 
purpose for which it was created, while at the same time avoiding most of its 
ill effects. 

It is clear that section 102 is an outstanding example of a provision in the 
Internal Revenue Code which has long required amendment. Unlike many other 
needed revisions it can be corrected now with only a token loss in revenue and yet 
at the same time provide tremendous stimulus to enterprise and industrial 
growth. We can cite no more direct manifestation of the committee’s objective 
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to improve the Internal Revenue Code and to eliminate impediments to healthy 
and expanding business activity than a thoroughgoing revision of section 102 
along the lines we have recommended. 

The CuarrmMan. Is there any person in the room who wishes to 
testify who has not been called? Apparently not. 

At this point, without objection, the statement of Mr. Clarence D. 
Laylin, on behalf of Ohio Chamber of Commerce and also the Council 
of State Chambers of Commerce will be inserted in the record. 

(The statement referred to follows :) 














EAGLESON & LAYLIN, 
Columbus 15, Ohio, August 11, 1953. 





Hon. DANIEL J. REED, 
Chairman, Committee on Ways and Means, 
House of Representatives, Washington, D. C. 

Mr. CHAIRMAN: In lieu of appearance before the Committee on Ways and 
Means, on August 14, 1953, as scheduled, I beg leave to submit, for the record, 
the within statement on the subject of improper accumulation of surplus (sec. 
102), in behalf of Ohio Chamber of Commerce and also in behalf of the Council 
of State Chambers of Commerce. 

Several of the State chambers, including those mentioned in the within state- 
ment, have made recommendations also with respect to other topics which your 
committee has under consideration, and some have been heard through witnesses 
or have filed statements on particular topics. Still other State chambers have 
been studying these subjects and may have specific recommendations. The 1948 
recommendations of the State chambers referred to in the statement, touched 
several of them. The Federal finance committee of the Council of State Chambers 
of Commerce will meet early in September and, with the detailed recommenda- 
tions or views of all the State chambers in hand, will doubtless wish to submit a 
statement on various questions in its own behalf. 

Therefore, Mr. Chairman, I respectfully request permission to submit, for the 
record, on or before October 1, 1953, the complete recommendations on a 
number of the topics on which the Committee on Ways and Means has conducted 
hearings, of the several State chambers of commerce which will have formu- 
lated such recommendations and of the Federal finance committee of the Council 
of State Chambers of Commerce. 

Very respectfully, 




















CLARENCE D. LAYLIN 
(On behalf of Ohio Chamber of Commerce and Council of State 
Chambers of Commerce). 














Aveust 14, 1953. 





(CLARENCE D. LAYLIN, Bsq., 
Eagleson & Laylin, Columbus 15, Ohio. 

Deak Mr. LAytin: I wish to thank you for your letter of August 11, trans- 
mitting a statement on behalf of the Ohio Chamber of Commerce and the Council 
of State Chambers of Commerce on topic 39, improper accumulation of surplus. 
I was pleased to have this statement incorporated in the hearing this afternoon 
and appreciate your furnishing it to the committee. 

The committee will welcome recommendations on a number of topics on which 
hearings have been held which your council desires to submit. We are endeavor- 
ing, however, to have the record printed as soon as possible and it would be well 
to submit your recommendations at the very earliest date. 

Very sincerely, 















DANIEL A. REED, Chairman. 













EAGLESON & LAYLIN, 
Columbus 15, Ohio, September 21, 1953. 





Hon. DANIEL A. REED, 
Chairman, Committee on Ways and Means, 
House of Representatives, Washington, D. C. 
DEAR Mr. CHAIRMAN: The Federal finance committee of the Council of State 
Chambers of Commerce desires to avail itself of the permission, courteously ex- 
tended in your letter of August 14, 1953, by submitting, for inclusion in the record 
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of the revenne-revision hearings, a series of resolutions unanimously adopted by 
the committee at a meeting held at Hot Springs, Ark., on September 11, 1953, 
which you will find enclosed, numbered, and styled to correspond with the topics 
listed in the schedule adopted by the Committee on Ways and Means. 

The subject matter of each of these resolutions has been under study by the 
constituent organizations of the Council of State Chambers of Commerce for a 
number of years, and the Federal finance committee has reason to believe that 
the resolutions express areas of practically unanimous agreement on the part of 
the 32 State and regional chambers of commerce and similar bodies which are 
members of the council. They are submitted as such, without prejudice to any 
specific recommendations covering any of the same subjects which any member 
organization may desire to submit, if permitted, or to any like recommendations 
of any State chamber concerning other subjects in the list compiled by the 
Committee on Ways and Means. 

The representatives of certain State chambers have testified or submitted 
statements relative to some of the topics covered by our committee’s resolutions. 
Mr. Antoine, speaking for the Pennsylvania State Chamber of Commerce, testified 
with respect to topics Nos. 17 and 25; Mr. Turner, in behalf of the same State 
chamber, testified concerning topic No. 39; and the undersigned filed a statement 
respecting the same topic. 

The undersigned has also been authorized by certain of the State chambers 
of commerce to submit for the record resolutions or recommendations on various 
topics within the scope of the hearings which have been adopted by their respec 
tive committees. Copies of such resolutions of the Georgia State Chamber of 
Commerce and the Pennsylvania State Chamber of Commerce are enclosed 
herewith. 

A letter received from a representative of the West Virginia State Chamber 
of Commerce advises that the organization has endorsed the recommendations 
of the Federal finance committee of the Council of State Chambers of Commerce 
and has acted with respect to certain other subjects as indicated in the enclosed 
excerpts from the letter. I am also authorized to say that the Kansas State 
Chamber of Commerce has endorsed, without prejudice, all of the recommenda- 
tions of the Federal finance committee of the Council of State Chambers of 
Commerce with the exception of topics Nos. 12 and 25, with respect to which 
the Kansas Chamber has taken no position. Also, that an appropriate commit- 
tee of the Missouri State Chamber of Commerce has circulated a questionnaire 
concerning the topics covered by the recommendations of the council committee, 
the returns from which support the recommendations of the council committee 
with few, if any, dissenting votes on the several recommendations. 

I may add that favorable comment concerning the following proposals was 
made at the Hot Springs meeting, though, for lack of time, no formal] resolutions 
were adopted thereon: 

That, to make it possible for closely held corporations to avail themselves of 
the provisions of section 130A in behalf of their officers and employees, a valua- 
tion of the stock of the issuing corporation, made in good faith by the corpora- 
tion, be accepted as prima facie correct. 

That the involuntary liquidation relief provision of section 22 (d) (6) be made 
permanent. 

That successor corporations in tax-free reorganizations should in all cases 
step into the “tax shoes” of their predecessors. 

That the privilege of valuing inventories at the lessor of cost or market be 
given generally. 

That the accelerated payment provisions of section 56 (b) (corporation in- 
come tax) be rescinded 

Very respectfully, 
CLARENCE TI). LAYLIN, 
Chairman, Subcommittee on Federal Taxation, Federal Finance Com 
mittee, Council of State Chambers of Commerce. 


STATEMENT OF CLARENCE D, LAYLIN, CoLUMBUS, OHIO, ON BEHALF OF OHIO 
CHAMBER OF COMMERCE AND THE COUNCIL OF STATE CHAMBERS OF COMMERCE 


IMPROPER ACCUMULATION OF SURPLUS 

In April 1948, Ohio Chamber of Commerce, together with 27 other State and 

regional chambers of commerce, united in a program for Federal finances which 

contained, among other things, certain recommendations concerning amendments 
to section 102, IRC, 





GENERAL REVENUE REVISION 2137 


Since the publication of that document, the constituent membership of the 
federation now known as the Council of State Chambers of Commerce has 
grown to include several other State and regional bodies, including the Georgia 
State Chamber of Commerce and the Missouri State Chamber of Commerce to 
which further allusion will be made. 

The State Chambers of Commerce do not question the appropriateness of the 
inclusion in the code of a proper deterrent as a safeguard against the accumu 
lation of corporate surpluses with purpose to evade the imposition of individual 
income taxes upon stockholders. Without such a safeguard, a gaping loophole 
would exist, inviting the dominant stockholders of a closely held corporation, 
or even the managers of a more widely owned company, to avail themselves 
of the corporation to minimize the individual taxes by the perfectly legal device 
of accumulating the earnings of the corporation not reasonably needed in its 
business. Section 102, IRC, is intended as such a safeguard; its objective is 
laudable; and, in its major outlines, it should be retained in the code. 

Nevertheless, the section is too drastic in its present form. As your com- 
mittee doubtles knows, it has probably been the subject of as much apprehension, 
discussion and study as any other single provision of the income-tax laws. 
It lends itself to arbitrary and oppresive arministration; and, while the Bureau 
of Internal Revenue has, on the whole, been quite reasonable in the matter, 
yet instances have occurred which illustrate the potentialities of the section 
and strike terror into the hearts of managers of small-business enterprises 
whose business survival seems to them to depend upon ability for growth; for 
if the directors err, they not only subject their company to the surtax imposed 
by section 102, but also they may, under certain circumstances, expose them- 
selves to stockholders’ suits. It is true that to the extent that the threat of 
section 102 coerces management into declaring and paying dividends larger 
than might otherwise be paid, it produces increased revenues from individuals 
even though the tax provided for by the section itself were not imposed. But 
to the extent that the individual income from which such increased revenue, 
whatever its amount may be, is derived is artifically stimulated at the expense 
of the economic health of the business community, the result is a distortion of 
the sound basis of income taxation, to say nothing of considerations of equity 
and morals. 

Let us look at some of the provisions of section 102: 

First, while it is called a surtax, in fact it is and ought to be a penalty, 
designed primarily to restrain boards of directors from “preventing the imposi- 
tion of the surtax upon (their) shareholders * * * through the medium of 
permitting earnings or profits to accumulate instead of being divided or dis- 
tributed.” It is a deterrent against conduct, like any civil penalty, and not 
a direct tax, as such. (See Helvering v. National Grocery Co., 304 U. S. 282.) 
It ought to be so designated. 

Second, the penalty is excesive, in that the base is the entire undistributed 
eorporate net income (less taxes and certain other deductions) even though 
the undisputed fact may be that some part of the earnings may have been 
retained for perfectly legitimate corporate purposes, beneficial to the stockholders. 

Third, the section erects a rebuttable presumption upon the debatable opinion 
of an irresponsible third party, and thus casts upon the corporate management 
a double burden of proof. It provides that: 

“The fact that the earnings or profits of a corporation are permitted to ac- 
cumulate beyond the reasonable needs of the business shall be determination of 
the purpose to avoid surtax upon shareholders unless the corporation by the 
elear preponderance of the evidence shall prove to the contrary.” 

The key phrase here is “the reasonable needs of the business.” This, it is 
submitted, is not a fact, but a judgment or an opinion which it is the proper 
function of corporate management, acting with due regard to the long-range 
interests of the stockholders, to form and express. However, the revenue 
agent, second-guessing the management, and having no responsibility to the 
stockholders, may conclude not what the reasonable needs of the business 
actually were—he need not be as precise as that (though presumably he must 
have some idea as to the needs)—but that there was accumulation beyond the 
reasonable needs, in some undetermined amount. He then assesses the entire 
undistributed earnings, as stated, and imposes upon the corporation the burden 
of showing (i) what the reasonable needs of the business were and (ii) that, 
in any event the purpose of accumulation (another state of mind) was not 
to avoid surtax upon shareholders. It is this feature of the section which 
creates so much apprehension in the minds of managers of small and closely held 
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corporations and may well deter them from reinvesting earnings so as to 
maintain a healthy growth. 


Therefore the State chambers of commerce, in 1948, made the following 
recommendations: 

“The smaller and medium corporations, in particular, lacking ready access 
to the capital markets and urgently needing funds to finance plant expansion and 
improvement, retire outstanding obligations, purchase additional inventories, or 
to undertake other economically sound and desirable projects have been impelled 
by the fear of penalties to pay out more of their earnings in dividends than good 
business judgment would warrant. 

“The need for the retention of earnings necessarily varies among individual 
concerns according to their particular problems and circumstances. Certainly, 
the corporation itself is in a better position to judge the proper amount of 
earnings to retain in the business and the proper amount to pay out than are 
the revenue agents. In those rare instances where a penalty may be required 
it is only fair that the penalty should be based upon the part of the net income 
improperly reserved and not upon the entire net income. 

“It therefore is proposed that section 102 should be amended so as to place the 
burden of establishing the existence of undue accumulation upon the Bureau of 
Internal Revenue. The base of the penalty tax should be limited to the amount 
of current earnings found to have been unreasonably accumulated. Taxpayers 
should also be allowed 90 days after the end of the taxable year in which to 
declare dividends. Finally, it is proposed that section 102 shall be designated 
as a penalty provision.” 

Since these hearings were announced, several of the State chambers have 
reviewed these recommendations. A committee of the Ohio Chamber of Com- 
merce has very recently accepted them and authorized me to make the foregoing 
statement in its behalf. I am autnorized to state that the following organi- 
zations, through their respective committees and boards, have specifically re- 
affirmed or announced their adherence to them, as written, excepting as stated 
below: 



























Kansas State Chamber of Commerce. 
Missouri State Chamber of Commerce (not a party to the original recom- 
mendations). 

Pennsylvania State Chamber of Commerce, whose views are presented 
today by Mr. Clarence L. Turner. 

West Virginia State Chamber of Commerce. 


The following State chambers, as evidenced by their statements attached 
hereto, recommend also an additional amendment which is perhaps consistent 
with the 1948 recommendations of the State chambers and in furtherance of the 
real object of the section. It is that, after the Commissioner shall have deter- 
mined what he conceived to be the extent of the alleged unreasonable accumu- 
lation, the corporation be permitted to declare and pay an additional dividend 
within 75 days, and receive dividends—paid credit therefor in the final 
computation of the basis of the penalty tax. 









Illinois State Chamber of Commerce. 


Georgia State Chamber of Commerce (not a party to the recommendations 
of 1948). 











STATEMENT OF ILLINOIS STATE CHAMBER OF COMMERCE 





1. Section 102. Unreasonable accumulation of surplus 


Recommendation: Section 102 should be amended: (1) To place on the Com- 
missioner the burden of proof of unreasonable accumulation, (2) to permit a 
corporation which has filed to distribute income which it is later held should 
have been distributed to avoid the penalty tax by a current distribution, and (3) 
to permit a deduction for dividends paid within 75 days after the close of the 
year 

Erplanation.—Section 102 in its present form places the burden upon the cor- 
porate taxpayer of proving that it is not retaining earnings beyond the reason- 
able needs of its business. The penalty tax need only be proposed by the Bureau 
at its discretion without explanation, after which the taxpayer is required to in- 
cur substantial expense to disprove the proposal and the assumed basis thereof. 
This creates an unwarranted hardship upon the taxpayer corporation and ren- 
ders directors vulnerable to suits by stockholders for mismanagement. Since 
section 102 is penal in nature the burden of proof as in all other penal sections 
should be upon the Commissioner. 
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In the event a penalty is proposed under section 102, it is only reasonable to 
require the Commissioner to indicate the extent of such alleged unreasonable 
accumulation and permit the taxpayer to pay additional dividends within 75 
days to reduce such unreasonable accumulation before applying the tax on the 
undistributed portion of the balance. 

Since it is extremely difficult in most cnses to ascertain the profits of the year 
before the end of the year, taxpayer corporations should also be permitted to 
make distributions of such profits within 75 days after the end of the year and 
to deduct such distributions in arriving at undistributed net income. 


STATEMENT OF THE GEORGIA STATE CHAMBER OF COMMERCE 


6. Improper accumulation of surplus (sec. 102) 

Suggested Georgia committee position: The business community should be 
given a set of understandable criteria which would be followed in determining 
what constitutes improper accumulation of surplus. In the event of a determi- 
nation of improper accumulation of surplus, taxpayer should be given the oppor- 
tunity of relieving itself of such tax by the payment of a so-called deficiency 
dividend, similar to that prescribed for personal holding companies. Further- 
more, in any attempt to tax improper accumulations of surplus, the Commis 
sioner of Internal Revenue should have the burden of proof of showing that the 
profits of the corporation have been accumulated beyond the reasonable needs 
of the business. 


RESOLUTION ADOPTED BY THE COUNCIL OF STATE CHAMBERS OF COMMERCE RE 
Topic 39, IMPROPER ACCUMULATION OF SURPLUS (Sec. 102) 


“This section is intended to prevent the improper accumulation of surplus 
to avoid the high-rate personal-income tax. The smaller and medium corpora- 
tions, in particular, lacking ready access to the capital markets and urgently 
ueeding funds to finance plant expansion and improvement, retire outstanding 
obligations, purchase additional inventories, or to undertake other economically 
sound and desirable projects, have been impelled by the fear of penalties to 
pay out more of their earnings in dividends than good business judgment would 
warrant. 

“The need for the retention of earnings necessarily varies among individual 
concerns according to their particular problems and circumstances. Certainly, 
the corporation itself is in a better position to judge the proper amount of 
earnings to retain in the business and the proper amount to pay out than are 
the revenue agents. In those rare instances where a penalty may be required, 
it is only fair that the penalty should be based upon the part of the net income 
improperly reserved and not upon the entire net income. 

“Therefore, the Federal finance committee of the Council of State Chambers 
of Commerce proposes that section 102 be amended so as to place the burden 
of establishing the existence of undue accumulation upon the Bureau of Internal 
tevenue. The base of the penalty tax should be limited to the amount of 
current earnings found to have been unreasonably accumulated. Taxpayers 
should also be allowed 75 days after the end of the taxable year in which to 
declare dividends. Finally, it is proposed that section 102 shall be designated 
as a penalty provision.” 

The Georgia State Chamber of Commerce endorses the above resolution of 
the Council of State Chambers of Commerce, with the additional recommenda- 
tion “that, in the event of a determination of improper accumulation of sur- 
plus, the taxpayer should be given the opportunity of relieving itself of such 
tax by the payment of a ‘deficiency dividend’ similar to that prescribed for 
personal holding companies.” 

The Pennsylvania State Chamber of Commerce endorses the above resolu- 
tion of the Council of State Chambers of Commerce, with the following addi- 
tional recommendation: 

“Section 102 should be amended in several respects. This section is intended 
to prevent the improper accumulation of surplus to avoid the imposition of 
a surtax on stockholders and is a penalty provision. In practice, the need for 
retention of earnings necessarily varies according to the particular problems 
and circumstances present in each case. The existence and effect of such need 
can certainly be judged more accurately by the officers of the corporation than 
by the revenue agents. In those rare instances where a penalty may be justi- 
tied, the penalty should be based upon the part of the net income improperly 
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accumulated and not upon the entire net income. Specifically, it is recom- 
mended that section 102 be revised so that (@) the tax will apply only to that 
portion of the undistributed section 102 net income which was unreasonably ac- 
mumulated; (b) the burden of proof will be upon the Commissioner with respect 
to both the fact and the amount of the unreasonable accumulation of surplus; 
and (c) dividends paid within 75 days after the close of its taxable year, may, 
at the taxpayer’s election, be deducted in computing section 102 net income 
for such year.” 


The Los Angeles Chamber of Commerce, Los Angeles, Calif., re 
improper accumulations of surplus: 


“That the provisions imposing the penalty tax on improperly accumulated 
surplus should be changed 

“(1) To allow the deduction of dividends paid within 75 days after the 
close of the taxable year; 

“(2) To limit the tax on the portion of the undistributed profits which 
was unreasonably accumulated ; and 

“(3) To impose on the Commissioner the burden of proving that profits 
have been accumulated beyond the reasonable needs of the business.” 


MEMORANDUM REGARDING Proposep AMENDMENTS TO SECTION 102 OF THE INTERNAL 
REVENUE CODE 


Section 102 imposes a penalty surtax on a corporation which is “availed 
of for the purpose of preventing the imposition of the surtax on its share- 
holders * * * through the medium of permitting earnings or profits to ac- 
cumulate instead of being divided or distributed.” This penalty surtax is in 
addition to regular corporate income taxes, and is at the rate of 27% percent 
on the undistributed earnings up to $100,000 in a year, and 38% percent on undis- 
tributed earnings in excess of $100,000. 

Section 102 provides that the fact that the earnings of a corporation “are 
permitted to accumulate beyond the reasonable needs of the business shall 
be determinative of the purpose to avoid surtax upon shareholders unless the 
corporation by the clear preponderance of the evidence shall prove to the con- 
trary.” In actual practice, the question whether earnings have been permitted 
to accumulate “beyond the reasonable needs of the business” has been virtually 
conclusive; and if any part of retained earnings are deemed unneeded in the 
business, the tax is levied upon all earnings retained during the year, includ- 
ing retained earnings clearly needed in the business. 

Provisions similar to the present section 102 have been part of the revenue 
laws for many years. The original thought behind such laws was that, since 
corporate tax rates were substantially lower than rates payable by individual 
taxpayers, corporations would be improperly formed or employed to gain a tax 
advantage as compared with the unincorporated conduct of business, if the law 
contained no provision penalizing the accumulation of unneeded corporate 
funds. 

With the increase in normal corporate tax rates to the present level of 30 
percent on the first $25,000 of earnings and 52 percent on the remainder, plus 
possible excess-profits tax, a question could, of course, be raised as to whether 
the incorporation of a business any longer results in substantial income-tax 
savings, as compared with unincorporated conduct of business. While it is 
true that individual rates exceed 52 percent for persons in the higher brackets, 
it does not necessarily follow that there would be a tax advantage in utilizing 
the corporate form to limit the immediate tax to 52 percent, as compared with 
conducting an unincorporated business and paying an immediate individual 
tax at a somewhat higher rate. The reason for this is that the payment of the 
h2-percent corporate-income-tax rate affords no permanent insulation against 
further income tax. If and when the earnings are distributed, personal income 
taxes at the rates then prevailing will have to be paid; and, even if this were 
avoided through disposition of the corporate interest, there would be a capital- 
gains tax of 26 percent added to the original corporate tax of 52 percent, thereby 
very nearly approximating the highest tax that could have been payable if the 
business had been unincorporated. 

It is assumed, however, for purposes of this memorandum that a penalty tax 
to induce the distribution of unneeded corporate earnings is desirable. But 
it is further assumed that, as a matter of basic policy, corporations should be 
permitted to retain earnings without further tax, so long as justified by business 
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requirements. In other words, the criticisms and suggestions made herein are 
not based on the premise that we should deviate from the general policy of 
section 102. Rather, our effort will be to point out (a) that the indefiniteness 
of section 102 as presently framed is undesirable and unsatisfactory from the 
standpoint of the businessman as well as from the administrative point of view, 
and (b) that the section is subject to amendments which will largely eliminate 
the indefiniteness and still permit the effectuation of the basic policy of the 
existing law. 














A, The need for greater definiteness in the provisions of section 102 


The effect of section 102 on corporate business in general, and particularly on 
small corporate business which is typically closely held, is probably more far- 
reaching than any other single section of the Revenue Code. There are few 
corporations, certainly among those whose directors hold a substantial amount 
of the company’s stock, that do not have to give consideration to section 102 
annually, and seek advice from their lawyers and accountants as to the course 
which should be followed. If there is any doubt as to the widespread effect of 
the section, it will be removed by a reference to the voluminous literature on the 
subject. 

The harm done by the section arises not from the fact that it has to be con- 
sidered by businessmen, but from the fact that they do not know what they 
should do about it after they have considered it. The section affords no yara- 
stick or criterion except the “reasonable needs of the business.” That is a matter 
of judgment on which even prudent businessmen can differ, and there can be no 
assurance that a decision reached in good faith, after careful consideration, wills 
not be questioned. é 

In this connection, the directors with whom the responsibility of decision lies 
must weigh the results of a possible disagreement by the revenue agent. The 
direct effect of the tax is bad enough, but there is the further danger of personal 
liability enforceable against the directors in a minority stockholders’ suit, the 
added possibility that once the company is assessed under section 102 it will never 
thereafter escape the effect of the section unless it pays out every cent of current 
earnings in dividends, and the annoyance and loss of time in having to defend 
against threatened assessments and against minority stockholders’ suits, includ- 
ing revelation of business facts to competitors, loss of prestige and good will, ete. 

Faced with this prospect, there is a tendency to pay out more in dividends than 
would be called for in the exercise of good business judgment, simply because 
there is no other way by which protection can be assured under the terms of the 
statute. That process, which may be likened to killing the goose that lays the 
golden eggs, is detrimental both to enterprise and to the Government in its role as 
tax collector and large participant in all corporate net income. Every cent of 
income taxes that was ever collected had to be first produced, and any procedure 
which unduly restricts the increase of productivity through the traditional 
process of plowing back part of what has been earned, will in the end defeat 
itself. Ina measure, the necessity in the national welfare of expanding produc- 
tive facilities through use of plowed back earnings has been recognized in vari- 
ous official Government pronouncements (see, for example, the Secretary of 
Treasury's press release of April 13, 1949), but businessmen have been unable 
to proceed with any confidence on the basis of such general assurances in the 
absence of any specific guide. 

Not knowing whether the mere planned future use of funds will enable them to 
defend against charges under section 102, there is also a tendency for corporations 
to commit themselves to ill-timed or improvident expansion programs. This is 
done in the knowledge that both the Treasury Department and the courts have 
construed the statute to require an immediacy of need for conserved funds, re- 
fusing to acknowledge the legitimacy of reserves unless the use of the funds is 
virtually blueprinted and committed prior to the tax-year end. The business- 
man knows that mere good-faith intention may be incapable of proof in the face 
of subsequent changes in plans, or may not be accepted as true, even if there 
is no change in plans. 

A further effect of the statute, again due to the lack of specific standards, 
is to accentuate both inflationary and deflationary trends. It tends to increase 
dividends and speed up expansion plans during good times, but deprives business 
of an opportunity to provide reserves for future expansion, or a cushion with 
which to maintain employment and stability of dividends during recessions. 
Again, the Government has sought to offset this effect through assurances that 
section 102 would not be invoked if corporations would “make special efforts to 
develop capital reserves as shock absorbers against future difficulties * * * 
through the purchase of Government bonds” (see Department of Commerce 
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release No. 15643 of March 19, 1948), but such assurances are unsupported either 
by specific provision in section 102 or, in many instances, by administrative 
attitude. 

From the administrative point of view, the vague “needs of the business” test 
is just as unsatisfactory as it is to the taxpayer. The use of such test, unguided 
by other criteria, precludes uniformity of administration and results in dis- 
criminatory application of the law. Without any well-defined guide, application 
of the statute depends pretty much on the attitude of the particular examining 
agent so that the results will necessarily vary from case to case. 

Looking at the overall picture, it may be said that, in general, the Treasury 
Department has exhibited a lenient attitude in the administration of section 102. 
It would be difficult, however, to convince taxpayers who have been singled out 
for attack, while other taxpayers in similar circumstances have not been ques- 
tioned, that the section is reasonably applied, and companies that have not been 
singled out are more conscious of what can happen under that section, by reason 
of the differences of opinion inherent in the vague “needs of the business’ test, 
than of any general leniency exhibited by the Treasury Department. 

No precise formula can be devised that will make the statute easily adminis- 
tered with unquestioned fairness and equality to all. But certain lines can be 
drawn which (1) will remove large areas of doubt and uncertainty; (2) will 
authorize retention of earnings for certain purposes that are perhaps generally 
acknowledged in the present administration of the section but as to which tax- 
payers are without any real assurance under the existing law; (3) will remove 
the permanent blight which now arises in the form of threatened repetitive 
application of the statute merely because a taxpayer is penalized for a single 
years; and (4) will still leave section 102 as an instrument to prevent actual 
abuse of corporate structures for the purpose of individual tax avoidance. 


Discussion of specific proposed amendments 


Attached hereto is a proposed rewrite of section 102 in which suggested amend- 
ments to the existing language of the section are indicated by italics. Discussion 
of each of the items of proposed amendment follows: 


J. Requirement that purpose to avoid surtar upon shareholders be a substantial 
factor in inducing accumulations 


*aragraph (c) of section 102 provides that the accumulation of earnings beyond 
the reasonable needs of business is “determinative of the purpose to avoid surtax 
upon shareholders unless the corporation by the clear preponderance of the evi- 
dence shall prove to the contrary.” It is proposed to substitute for the words 
“prove to the contrary” the words “prove that such purpose was not a substantial 
factor in inducing the accumulation.” 

The suggestion is made because the existing statute has been construed to 
mean that the taxpayer miust establish a “complete lack of the condemned pur- 
pose * * * and if it does not fairly prove an absence of such purpose, it must 
fail regardless of what other purposes it may prove”; or, as stated in other cases, 
that the taxpayer must demonstrate its “complete innocence,” and that there was 
“no taint of a purpose” to avoid surtaxes. 

That construction of the statute places an undue burden on taxpayers. In 
every case in which less than 100 percent of the earnings are distributed as divi- 
dends, the Government can, of course, mathematically demonstrate that the sur- 
taxes currently payable by stockholders would have been greater if more had 
been distributed, and regularly makes computations of this character to support 
its claims. The payment of less individual surtaxes as a mere mathematical 
result or effect of corporate accumulations becomes far too easily identified as 
a purpose, if all that is required is a mere “taint of a purpose.” Cause and effect 
are far different from purpose, but they virtually become merged under the con- 
struction that has been given to the statute. 

It might well be urged that the statute be amended to require that surtax pre- 
vention be the “dominant” purpose, but the middle course is being followed of 
suggesting only that the statute be clarified to require that surtax avoidance be 
a substantial factor in inducing accumulations by the corporation. 
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2. Elimination of presumptive existence of purpose to avoid surtaxr on share- 
holders if there has been no increase during the taxable year in unneeded 
assets 

It is proposed to add a second sentence to paragraph (c) of the statute, as 
follows: 

“(c) EVIDENCE OF DETERMINATIVE OF PurRPOsE.—The fact that the earnings or 
profits of a corporation are permitted to accumulate beyond the reasonable needs 
of the business shall be determinative of the purpose to avoid surtax upon share- 
holders unless the corporation by the clear preponderance of the evidence shall 
prove [to the contrary] that such purpose was not a substantial factor in induc- 
ing the accumulation. Such purpose shall not be deemed to have existed in a 
tarable year unless there has been a significant increase both during such year 
and in the aggregate during the three years preceding the end of the tarable year 
in assets (exclusive of treasury stock) not reasonably needed in the business.” 
{Omitted matter in brackets and new matter in italics. ] 

The last italicized sentence has four aspects: (1) the requirement of an 
increase in unneeded assets during the taxable year, (2) the requirement of such 
an increase during the 3 years preceding the end of the taxable year, (3) the 
requirement that the increase in unneeded assets shali have been “significant,” 
and (4) the exclusion of Treasury stock in measuring unneeded assets. The 
first of these aspects will be discussed at this point, and the remaining three 
under separate headings below. 

The existing paragraph (c) provides in effect that if the earnings of a corpo- 
ration “are permitted to accumulate beyond the reasonable neeils of the busi- 
ness” the corporation is subject to the penalty tax. The statute does not spe- 
cifically provide that an accumulation of unneeded assets must have occurred 
during the taxable year. That was undoubtedly the intention, and there have 
been statements to that effect in two Tax Court cases (Corporate Investment Co., 


40 B. T. A. 1156, 1171-2; Hastern Machinery Company, par. 51, 321 P-H Memo 
TC). The position has been taken, however, that if there is a carryover of 


what the Bureau regards as excess funds from a prior year (even though already 
taxed under sec. 102) a company is subject to repetitive assessments under the 
statute until all accumulated unneeded funds are disposed of, regardless of what 
use is made of the current year’s income. A hypothetical case was put to one 
revenue agent of a company which earns $2,000,000 in 1 year, pays out 
$1,000,000 in dividends, and accumulates $1,000,000 on which it pays section 102 
taxes, and then in each of 10 successive years earns $2,000,000, pays $1,000,000 
in dividends, and spends $1,000,000 for capital expansion. The agent’s position 
was that the company would be liable for a section 102 tax on the $1,000,000 of 
earnings undistributed as dividends in each of the 10 successive years. 

The statute should be clarified to eliminate any such interpretation. If 
a company begins a given tax year with more liquid assets than it needs, that 
may mean that the company is or should have been subject to section 102 for 
a prior year or years. It further means, presumably, that the availability of the 
earnings previously accumulated will be taken into account in determining 
whether any addition to liquid assets in the taxable year is unreasonable. But 
assuming that in the taxable year an amount equivalent to earnings is ac- 
counted for by dividends, necessary expenditures for plant and equipment, 
ete., so that there is no further increase in unneeded assets, it is evident that 
the corporation has not been availed of in that year for the purpose of avoiding 
surtaxes on shareholders. The statute should be amended to make it clear that 
the penalty does not apply under such circumstances, 


8. Elimination of presumptive ewistence of purpose to avoid surtaw on share- 
holders if there has been no increase in the aggregate in unneeded assets 
during the 3 years preceding the end of the tarable year 


A company which distributes more in dividends than it earns, or which other- 
wise expends more than its income in a single year, should be permitted to 
restore its working-capital position through the retention of earnings the 
following year or two. While the earnings so retained for the purpose of 
restoring the previous position might ordinarily be regarded as needed, the 
taxpayer under the present law is faced with the possibility that the revenue 
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agent will contend that the company started the 3-year period with more than it 
needed and therefore did not need to restore its position. The answer to any 
such contention is that the tax should have been levied, if at all, in a previous 
year rather than the current one, but it is not at all clear that that answer 
would be upheld under the existing law. 

In order to eliminate any such uncertainty, it should be made clear that a 
company is not subject to the penalty if its unneeded assets have not been 
increased during the 3 years preceding the end of the taxable year. This 
would permit a stability of corporate action to compensate for fluctuating 
earnings and requirements, without opening the door to abuse. Perhaps the 
result would not be at great variance from the present administrative policy, 
but it would be well to remove the existing element of uncertainty. 






i 


4. Requirement of a “significant” increase in unneedeé assets 





No suggestion is made for changing the present measure of the tax, which 
is computed against the entire amount of undistributed earnings, including any 
substantial part thereof needed in the business. The result is that if a company 
earns say, $3,000,000, of which $1,000,000 is distributed in dividends and 
$1,000,000 is spent for expansion of facilities or for other unquestioned business 
purposes, the company is taxable on the entire $2,000,000 of earnings not dis- 
tributed as dividends. It can hardly be denied that this result is unjust in 
certain respects, but it has been deemed necessary because of accounting dif- 
ficulties which would otherwise be encountered in the computation of the tax. 

It could be fairly argued that if a tax administrator is to be permitted to sub- 
stitute his discretion for that of the directors as to the “needs of the business,” 
he should be required to be as precise about it as the directors themselves and 
confine the penalty to the amount which is unreasonably accumulated; that if 
the directors must make a decision at their peril, and if a penalty is to be 
suffered because the tax administrator differs with their judgment, the penalty 
should at least be limited to that area embraced by the difference in judgment. 
However, it is assumed for present purposes that any such limitation is admin- 
istratively impracticable, and further that there is less need for such limitation 
if provisions are inserted in the statute defining the purposes for which earnings 
may be conserved and thereby minimizing the possibility of conflict in Judgment 
between directors and revenue agents. 

This brings us to the point of the provision referred to above, that the tax 
is not to be applied unless there has been a “significant” increase in unneeded 
assets. Referring again to the case of a corporation which earns $3,000,000 
and pays $1,000,000 in dividends, but which in this instance used $1,950,000 for 
plant expansion, it does not seem right that it should have to pay a tax on 
$2,000,000 by reason of having accumulated $50,000 of unneeded assets. In such 
case the accumulation, in relation to the size of operations, is clearly insignificant. 

While the phrase “significant” admittedly presents no well-defined concept, 
it seems to be the best compromise that can be achieved between the adminis- 
tratively undesirable procedure of computing the tax on only that part of earn- 
ings that has been unreasonably accumulated and the other extreme of taxing 
the entire income not distributed as dividends in a case where there has been 
only an insignificant increase in unneeded assets. 

5. Paclusion of treasury stock in measuring unneeded assets 


The effect of excluding treasury stock in measuring unneeded assets would be 
to permit a company to escape the application of section 102 if its earnings for 
the taxable year were used either solely for the purchase of its own stock or for 
such purpose in combination with dividend payments and/or increases of busi- 
ness assets. If, however, the entire earnings were not so accounted for, the 
company would remain subject to possible section 102 liability computed on all 
earnings not distributed as dividends, including that part used for the purchase 
of treasury stock. 

It is conceivable, of course, that a purchase of treasury stock might be made 
with a surtax saving motive. However, the inherent circumstances surrounding 
such purchases normally preclude such motive as a substantiql factor. A pro 
rata purchase from stockholders need not be considered, because the distribu- 
tion in such case is taxable as a dividend. That limits the application of the 
provision to arm’s length purchases by a corporation willing to buy from par- 
ticular stockholders willing to sell. Such transactions cannot be arranged at will 
by the controlling stockholders. Moreover, such transactions would presumably 
be limited to purchases out of a current year’s earnings, because it is not sug- 
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gested that a corporation be permitted to set aside funds for the purchase of 
stock in the future. Any funds so set aside, unless otherwise needed in the busi- 
ness, would subject the corporation to the possibility of section 102 assessment. 

Not to permit the application of earnings in a particular year against pur- 
chases of treasury stock in that year would be an undue restriction. There is 
nothing basically wrong with such purchases. They serve the legitimate busi- 
ness interests of both parties—the corporation which does not want to see either 
a lowering of stock values through market dumping or an infiltration of outside 
interests, and the seller who has individual reason for liquidating his investment. 
Very often, particularly in the case of closely held corporations, the reason is to 
permit either payment or planning for payment of estate taxes (cf. sec. 115 
(g) (8). 

Furthermore, the purchase of treasury stock in no sense represents a hoarding 
or accumulation of unneeded funds. In fact, it should not really be regarded as a 
violation of the statute as it now stands, which refers to earnings that are 
“accumulated” instead of being “divided or distributed.” Earnings used for the 
purchase of treasury stock are not accumulated; they are distributed. The law 
should be clarified, however, through the suggested provision excluding treasury 
stock in measuring unneeded assets. 


6. Elimination from section 102 net income of foreign tares claimed as a credit 
against Federal tazres 

This amendment to paragraph (d) (1) (A) requires little explanation. There 
is no reason for taxing a company on amounts paid as foreign income taxes 
merely because they are claimed as a credit against Federal taxes rather than 
as a deduction from income. Like the Federal income taxes themselves, the 
foreign income tax is in no sense retained income available for distribution to 
stockholders. 

Definition of the term “assets reasonably needed in the business” 

The proposed amendment of paragraph (c) of section 102 discussed above 
makes necessary the inclusion in the section of a definition of assets reasonably 
needed in the business, and this has been done by the addition of a proposed 
subdivision (3) under paragraph (d) which defines such assets as “assets” which 
are presently or prospectively reasonably needed for purposes of the business, 
including, in addition to those otherwise so needed, assets equal in amount to the 
sum of” certain specifically enumerated needs. The thought behind this proposed 
provision is that the specifically enumerated needs are ones against which cash, 
securities, and other assets of that nature may properly be carried, while the 
general and unspecified needs would ordinarily be represented by such items as 
land, buildings, equipment, accounts receivable, inventory, and only to a limited 
extent by cash and securities. 

Normally, be an examination of the beginning and ending balance sheets for a 
tax year it will be fairly easy to spot the nature of changes in asset position. 
A comparison of the change in liquid position with the specifically enumerated 
items in the proposed subdivision (3) would usually afford the directors a ready 
and definite means of determining whether they are venturing into the realm of 
possible section 102 liability by not declaring greater dividends. If the corpora- 
tion’s net liquid position is insufficient to cover the enumerated items, or shows no 
increased margin over the enumerated items as compared with the beginning of 
the year, the directors will know that their dividend action does not run afoul of 
the law, provided there has been no investment during the year in unrelated 
activities ; while if the liquid position fails to check with that test, they know they 
must be prepared to show some good reason, independent of the enumerated items, 
for the retention of earnings. The discussion below takes up the enumerated 
items separately. 

(a) Authorized retention of funds representing accumulated depreciation 
reserves.—The proposed subdivision (d) (3) provides that among those assets 
which are deemed to be needed in the business are assets equal in amount to: 

“(A) Net accumulated reserves against assets still used in the business at the 
close of the taxable year reflecting the deductions allowed or allowable under 
sections 23 (1), 28 (m), and 124.” 

Since depreciation allowances are deducted before arriving at net income, a 
question may be raised as to why depreciation reserves should be taken into 
account under section 102. The necessity arises from two situations: The first 
may be illustrated by the case of a company which has a depreciation allowance 
of $300,000, and net income of $2,000,000 after depreciation and taxes, of which 
$1,000,000 is paid out in dividends and $1,000,000 is used for expansion of capital 
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facilities and other required needs. Although all earnings have thus been used 
the company ends the taxable year, due to the depreciation reserves, with $300,000 
more in cash or its equivalent than at the beginning of the year. Unless it is 
agreed that those funds representing depreciation reserves are deemed to be 
needed in the business, the revenue agent may claim that the company has 
increased its unneeded assets by $300,000 and is liable to a penalty tax on the 
$1,000,000 of earnings not distributed as dividends. 

The other situation is that in which, during a period of years, funds repre- 
senting depreciation reserves have been used for other purposes, leaving the 
company with ipadequate funds with which to replace wasting assets. Such a 
company should be permitted to build up the liquid funds representing deprecia- 
tion reserves out of current earnings, in addition to conserving the equivalent of 
current depreciation computed before earnings. It will be noted that the proposed 
provision is limited to the funding of depreciation reserves against assets still in 
use at the close of the taxable year. If steps at that time have not been taken 
to replace worn out or disposed of property, the funds representing the accumu- 
lated depreciation reserves for such assets will no longer be regarded as properly 
held for section 102 purposes. 

Within the limitations suggested, it is difficult to see how anyone can take 
issue with authorizing the funding of depreciation reserves. If the amount 
of depreciation sustained by a company is not set up in a separate fund, either 
in cash or liquid securities, then the depreciation is in fact nothing but a paper 
reserve. When the day comes to replace the wornout property there will be 
no money to replace it if such money has either been distributed in the form 
of dividends or used for plant expansion as distinguished from replacement. 
In these days of inflated replacement costs, the funded original cost of wasting 
capital assets is certainly not overly sufficient for the replacement of such 
facilities. 

(b) Authorized retention of funds representing proposed expenditures for 
plant, machinery or equipment.—The proposed subdivision (d) (3) further 
provides that among those assets which are deemed to be needed in the business 
are assets equal in amount to: 

“(B) The aggregate amount authorized by the Board of Directors during the 
three years preceding the end of the taxable year for expenditure for plant, 
machinery or equipment for use in the business and reflected in the corporation 
books of account, but not expended as of the end of the taxable year; provided, 
however, that the amount newly authorized in any one taxable year shall not 
exceed the undistributed section 102 net income, and provided further that no 
amount shall be newly authorized at any time while any amount which was 
authorized more than three years prior thereto remains unexpended. Expendi- 
tures for plant, machinery or equipment for use in the business shall be applied 
against the earliest authorization for such purpose, but the amount applied in 
any year shall not exceed such expenditures less the amount of the unadjusted 
basis for computing gain of any such assets which (i) were owned and used in 
the business at the beginning of the taxable year, and (ii) were either not owned 
or not used in the business at the end of such year.” 

The great productive capacity of this country has been built up to a large 
extent through use of plowed-back earnings. In most cases, it is safe to say, the 
plans for expansion had not been concretely formulated at the time that earn- 
ings were conserved with a general view to expansion. Many companies, partic- 
ularly among the more closely held types of smaller enterprises, find their 
businesses growing and foresee the need to expand but cannot let contracts or 
blueprint the expansion to coincide with the end of a tax year. Yet if they do 
not have the funds when the time comes to expand, they may be unable to finance 
the project out of uncertain future earnings or to obtain financing from other 
sources, or in any event should not be required to do so. 

Section 102 has operated to impede the normal expansion process. It has been 
too narrowly construed as requiring an immediacy of needs. But even with a 
more liberal interpretation, serious problems of proof would exist in any case 
where expansion plans have not progressed to a point of certainty, in the year in 
which funds are conserved. 

The proposed provision set out above would give blanket: authority for the 
conservation of not more than 3 years’ undistributed earnings as a general 
reserve for subsequent expenditure for additional plant, machinery, or equip- 
ment. However, as long as any amount authorized more than 3 years previously 
remained unexpended, no further amount authorized by the board of directors 
and unexpended would be regarded as needed in the business, All expenditures 
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for additional plant, machinery, and equipment would apply against this general 
reserve; but expenditures for replacing existing facilities would not, as the 
funded depreciation reserves or other assets would have to be used for that 
purpose. 

The suggested provision is arbitrary and might be said to be overgenerous as 
applied under some circumstances and inadequate as applied under others. It 
is believed, however, that any overgenerosity would not unduly interfere with 
the carrying out of the purpose of section 162 (which in any event should be 
invoked only after a period of aggravated accumulation), while any inadequacy 
of this specific provision does not preclude a company from showing definite 
needs beyond the specified amount provided for in the proposed amendment and 
thereby precluding the application of the penalty. 

(c) Authorized retention of funds against contingent liabilities —The pro- 
posed subdivision (d) (3) further provides that among those assets which are 
deemed to be needed in the business are assets equal in amount to the following 
contingent liabilities : 

“(C) Pending unpaid net deficiencies in Federal income taxes (including taxes 
for prior years under section 102), Federal excess profits taxes, Federal excise 
taxes, or other Federal, State, or local taxes, together with any interest which 
would be payable thereon, which have been formally proposed, recommended, or 
assessed by Internal Revenue Agents, or other governmental authorities, even 
though liability for such deficiencies is in controversy. 

“(D) Reasonable reserves for renegotiation liabilities under any applicable 
Federal Renegotiation Act. 

“(E) Pending claims asserted against the corporation by the institution of 
court proceedings or by demand in writing for breach of contract, torts, or other 
continzent liabilities, even though liability for such claims is in controversy.” 

Because of inherent uncertainty as to the existence and/or extent of the actual 
obligation, contingent liabilities cannot be taken into account in determining 
income for normal tax purposes. For the same reason, they cannot be taken 
into account in computing the section 102 tax, assuming that it is applicable. 
Contingent liabilities can and should be taken into account, however, in de- 
termining whether the section 102 tax is applicable for any taxable year. The 
directors have to take such items into account in determining the amount which 
can safely be distributed as dividends, and if in any taxable year the assets 
remaining after dividend distribution are not more than is needed to cover 
such contingent liabilities and to meet the other liabilities and needs of the cor 
poration, or if any excess over such combined needs has not increased during 
the taxable year, then the corporation should not be subject to the section 102 
tax. 

It is desirable, of course, to limit the provision for contingent liabilities to 
definitely asserted liabilities, in order to prevent any abuse that might other- 
wise result from creating reserves against imaginary or remote contingencies, 
and that has been done in the suggested amendments. 

Presumably there can be little disagreement regarding the need of funds rep- 
resenting reserves against such contingencies as asserted liabilities for breach 
of contract, etec., or pending liability under a Federal Renegotiation Act— 
although in at least one recent case the taxpayer had to go to the tax court to 
establish the legitimacy of a reserve for renegotiation liabilities ( Zastern 
Machine Company, par. 51, 321 P-H Memo TC). Certainly as a practical matter, 
from the point of view of the company faced with the problem, funds to meet as- 
serted section 102 liabilities for prior years must equally be regarded as needed in 
the business. 

Without a provision making allowance for the effect of assessments asserted in 
respect of prior years, a company can become hopelessly enmeshed in repetitive 
section 102 assessments without fault on its part. This is due in part to the 

navoidable time lag between the close of a taxable year, the audit of the re- 
turn by the revenue agent and the final determination of the matter by the tax 
court or other forum, For example, a tax return for 1946, filed in 1947, might be 
audited in 1948, resulting in an assertion of section 102 liability, a tax court 
hearing in 1949, and a decision in 1950. In the interval the agent will have 
examined the returns for, say, 1947-49, and, in order to protect the position 
taken by him on the 1946 return, will in each case have again asserted section 
102 liability. 

In the meantime, funds which the revenue agent regarded as unneeded in 
1946 or 1947 may have been committed to one use or another in subsequent 
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years. The taxpayer corporation, however, is confronted, once the section 
102 issue is raised, with a substantial contingent liability which as a matter 
of business judgment simply cannot be ignored in determining dividends to be 
paid in later years; and, unless an allowance is made for the amount of such 
contingent liabilities, the corporation finds itself in a dilemma from which 
there is no reasonable escape. It cannot use current resources both to provide 
for or pay section 102 assessments on prior years and to pay dividends. Yet if it 
fails to provide for the prior assessments, it may find itself with an obligation it 
cannot meet, while if it fails to employ the funds for the payment of dividends, 
it is caught in a vicious circle of repetitive section 102 assessments. 

Relief from this dilemma is required in some form, and it is believed that 
the suggested provision provides such relief without unduly impairing the effec- 
tiveness of the statute as a deterrent of abuse. The provision affords no pro- 
tection aganist a further assertion of section 102 liability for the taxable year if 
the earnings are not accounted for by the asserted liability for prior years plus 
other needs; while if the earnings are as accounted for it is apparent that the 
corporation has not been availed of for the prohibited purpose in that year, and 
protection is strictly in order. 


Py pose d retroactive effect of the amendments 


Under section 2 of the proposed bill, the suggested amendments would be made 
applicable to the determination of liability in any case which remains open for 
final determination as of the effective date of the act. 

That provision is suggested partly because the proposed amendments to a 
considerable extent incorporate general policies already applied administratively 
in most instances, and partly because a number of companies against whom pro- 
ceedings are pending might be said to be victims of a discriminatory application 
of the law. The Government would not sustain any appreciable loss of revenue, 
since section 102 is neither intended nor operative as a direct means of raising 
substantial revenue. 

The nonapplication of the amendments to closed cases would result in some 
injustice. If it is felt that the desirability of removing such injustice is not 
outweighed by the complications involved in reopening cases concluded by litiga- 
tion or otherwise, the amendments could of course be made applicable to cases 
closed since a given date as well as those remaining open for determination as of 
the effective date of the act. 


Proposed amendment of section 102 of the Internal Revenue Code 


1. Section 102 of the Internal Revenue Code is hereby amended to read as 
follows (omitted matter in brackets and new matter in italics) : 


Sec. 102 SurTAx ON CORPORATIONS IMPROPERLY ACCUMULATING SURPLUS. 


(a) Imposirion or Tax.—There shall be levied, collected, and paid for each 
taxable year (in addition to other taxes imposed by this chapter) upon the net 
income of every corporation (other than a personal holding company as defined 
in section 501 or a foreign personal holding company as defined in supplement P) 
if such corporation, however created or organized, is formed ‘or availed of for 
the purpose of preventing the imposition of the surtax upon its shareholders or 
the shareholders of any other corporation, through the medium of permitting 
earnings or profits to accumulate instead of being divided or distributed, a surtax 
equal to the sum of the following: 

2714 per centum of the amount of the undistributed section 102 net income 
not in excess of $100,000, plus 

3814 per centum of the undistributed section 102 net income in excess of 
$100,000. 

(b) Prima FActr Evipence.—The fact that any corporation is a mere holding 
or investment company shall be prima facie evidence of a purpose to avoid surtax 
upon shareholders. 

(c) EvipeNce DETERMINATIVE OF PURPOSE.—The fact that the earnings or 
profits of a corporation are permitted to accumulate beyond the reasonable needs 
of the business shall be determinative of the purpose to avoid surtax upon 
shareholders unless the corporation by the clear preponderance of the evidence 
shall prove [to the contrary,} that such purpose was not a subbstantial factor in 
inducing the accumulation. Such purpose shall not be deemed to have existed 
in a taxable year unless there has been a significant increase both during such 
year and in the aggregate during the three years preceding the end of the tar ible 
ye ar in assets (exclusive of treasury stock) not reasonably needed in the business. 

(d) Derrnitrions.—As used in this chapter— 
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(1) SecTION 102 NET INCOME.—The term “section 102 net income” means 
the net income, computed without the benefit of the capital loss carryover 
provided in section 117 (e) from a taxable year which begins after December 
31, 1940, and computed without the net operating loss deduction provided in 
section 23 (d), minus the sum of— 

(A) Taxes.—Federal income, war profits, and excess-profits taxes 
(other than the tax imposed by subchapter E of chapter 2 for a taxable 
vear beginning after December 31, 1940) paid or accrued during the 
taxable year, to the extent not allowed as a deduction by section 25, 
and foreign tares claimed as a credit against such Federal taxes, but 
not including the tax imposed by this section or a corresponding section 
of a prior income-tax law. 

(B) DISALLOWED CHARITABLE, ETC., CONTRIBUTIONS.-—Contributions or 
gifts payment of which is made within the taxable year, not otherwise 
allowed as a deduction, to or for the use of donees described in section 
23 (0), for the purposes therein specified. For the purposes of the pre- 
ceding sentence, payment of any contribution or gift shall be considered 
as made within the taxable year if und only if it is considered for the 
purposes of section 28 (q) as made within such year. 

(C) DISALLOWED Losses.—Losses from sales or exchanges of capital 
assets which are disallowed as a deduction by section 117 (d). 

(D) LONG-TERM CAPITAL GAINS.—The excess of the net long-term capi- 
tal gain for the taxable year over the net short-term capital loss for 
such year, minus the taxes imposed by this chapter attributable to such 
excess. The taxes attributable to such excess shall be an amount equal 
to the difference between (i) the taxes imposed by this chapter (except 
the tax imposed by this section) for such year and (ii) such taxes 
computed for each year without including such excess in net income. 

(2) UNDISTRIBUTED SECTION 102 NET INCOME.—The term “undistributed 
section 102 net income” means the section 102 net income minus the basic 
surtax credit provided in section 27 (b), but the computation of such credit 
under section 27 (b) (1) shall be made without its reduction by the amount 
of the credit provided in section 26 (a), relating to interest on certain 
obligations of the United States and Government corporations. 

(3) ASSETS REASONABLY NEEDED IN THE BUSINESS.—The term “assets rea- 
sonably needed in the business” means assets which are presently or prospec- 
tively reasonably needed for purposes of the business, including, in addition 
to those otherwise so needed, assets (taken at their adjusted basis for com- 
puting gain) equal in amount to the sum of the following: 

(A) Net accumulated reserves against assets still used in the business 
at the close of the tarable year reflecting the deductions allowed or allow- 
able under section 23 (l),23 (m), and 124. 

(B) The aggregate amount authorized by the Board of Directors 
during the three years preceding the end of the tawable year for exrpendi- 
ture for plant, machinery or equipment for use in the business and 
reflected in the corporation books of account, but not expended as of 
the end of the taxable year; provided, however, that the amount newly 
authorized in any one taxable year shall not exceed the undistributed 
section 102 net income, and provided further that no amount shall be 
newly authorized at any time while any amount which was authorized 
more than three years prior thereto remains unexpended. Hxpenditures 
for plant, machinery or equipment for use in the business shall be applied 
against the earliest authorization for such purpose, but the amount 
applied in any year shall not exceed such expenditures less the amount 
of the unadjusted basis for computing gain of any such assets which 
(i) were owned and used in the business at the beginning of the taxable 
year, and (ii) were either not owned or not used in the business at the 
end of such year. 

(C) Pending unpaid net deficiencies in Federal income taxes (includ- 
ing taxes for prior years under section 102), Federal excess profits tares, 
Federal excise taxes, or other Federal, State, or local taxes, together 
with any interest which would be payable thereon, which have been 
formally proposed, recommended or assessed by Internal Revenue Agents, 
or other Governmental authoritics, even though liability for such 
deficiencies is in controversy. 

(D) Reasonable reserves for renegotiation liabilities under any 
applicable Federal Renegotiation Act. 
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(2) Pending claims asserted against the corporation by the institu- 
tion of court procedings or by demand in writing for breach of contract, 
torts, or other contingent liabilities, even though liability for such claims 
is in controversy. 

(e) TAx ON PERSONAL HoLpING COMPANIES.—For surtax on personal holding 
companies, see section 500. 

(f) Income Nor PLACED ON ANNUAL Basis.—Section 47 (c) shall not apply in 
the computation of the tax imposed by this section. 

2. The amendments provided for in paragraph 1 of this Act shall be applicable 
in the determination of liability under section 102 of the Internal Revenue Code 
or a corresponding section of any prior Revenue Act for any taxable year of a 
tarpaper for which the determination of a deficiency or the allowance of a refund 
or credit is not barred by any statute of limitations or otherwise, as of the date 
of the enactment of this Act. Any corporation desiring to retroactively reflect 
authorizations of expenditures for plant, machinery or equipment pursuant to 
subdivision (d) (8) (B) of section 102 as amended by paragraph 1 of this Act 
shall do so by resolution of the board of directors adopted within sixty days after 
the effective date of this Act. 


ae CHamrRMAN. At this point I want to thank my associates on the 
Ways and Means Committee for their regular attendance, the patience 
with which they have sat and listened to the t testimony, and the fine 
coopert ation they have given the chairman, which has been quite won- 
derful. And I think we have been greatly honored by the appearance 
of some of the finest business and professional men in this country, 
making a great patriotic contribution to the revision of our complex 
tax laws. 

Mr. Foranp. Mr. Chairman. 

The CuarrmMan. Mr. Forand. 

Mr. Foranp. Before we close I wish to express my personal admi- 
ration to you as our chairman. You have been a great leader and it 
has been a pleasure to work with you. 

The CuairMan, Thank you very much. 

Mr. Simpson. Mr. Chairman, the record will show that you have 
given it the drive and the personal attention and attendance which has 
been so vital in the very excellent manner of the conduct of these 
sessions. I join Mr. Forand in giving my personal thanks and 
compliments for your wonderful work. 

Mr. Coorrr. I am sure we all concur in that statement. 

The Cuarmman. That is very nice. The committee stands adjourned 
subject to the call of the Chair. 

(The following material was submitted for the record on topic 39 :) 


STATEMENT BY Ettsworta C. ALvorp, WASHINGTON, D. C. 


While some sort of a penalty tax is necessary to prevent accumulation of 
income in corporations to avoid individual surtaxes on shareholders, it is 
generally agreed that section 102 of the Internal Revenue Code, and fear of sec- 
tion 102, has served to discourage reasonable and desirable business expansion. 
No clearcut solution for this problem is apparent, but it is possible to minimize 
the undersirable effects of the present section 102 penalty tax to a considerable 
decree. In addition to the two recommendations previously made that the 
burden of proof be placed on the Government and that the penalty tax apply 
only to the amount of accumulation found to be unreasonable, legislation is 
needed to prevent section 102 from curtailing progress and change by corpora- 
tions and to prevent section 102 from depriving small corporations of the reserves 
they need for the postdefense period. 

Recommendations: (1) Provide that the reasonable needs of the business 
shall not exclude investment in a new or different ente oe so long as it is repre- 
sented by 100 percent ownership of the operating assets of such enterprise or 
95 percent of the voting stock of a corporation engaged in such enterprise. (In 
this connection, see Bureau Press Release of December 17, 1934, at 522 CCH 
679.026. ) 
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(2) Provide a temporary suspension of the section 102 tax in order to permit 

small businesses to build up reserves to protect themselves against bad business 
conditions in the postdefense period. 


STATEMENT SUBMITTED BY THE AMERICAN MINING CONGRESS, WASHINGTON, D. C, 


Section 102 is intended to prevent the accumulation of surplus to avoid the 
imposition of the surtax on stockholders. It is a penalty provision. In practice, 
the need for retention of corporate earnings necessarily varies according to the 
particular circumstances present in each case. The existence and effect of such 
need can be judged more accurately by the officers of the corporation than by 
the Government. If, in any cases, a penalty is to be imposed, the penalty should 
be based only upon the part of the net income improperly accumulated, and not 
upon the entire net income. 

it is recommended that unless section 102 is repealed, it be revised so that— 

(a) The tax will apply only to that portion of the undistributed section 
102 net income which was unreasonably accumulated ; 

(b) The burden of proof will be upon the Commissioner with respect to 
both the fact and the amount of the unreasonable accumulation of surplus; 
and 

(c) Dividends paid within 75 days after the close of its taxable year, 
may, at the taxpayer’s election, be deducted in computing section 102 net 
income for such year. 


STATEMENT OF COMMERCE AND INDUSTRY ASSOCIATION OF NEW YorK, INC., 
New York, N. Y. 


In lieu of the personal appearance previously scheduled, Commerce and In- 
dustry Association of New York, Inc., submits this statement for the record in 
connection with topic No. 39. 

Section 102 has outlived its usefulness and should be repealed. Before per- 
sonal holding companies were carved out of similar sections in earlier revenue 
acts, the section may have been useful in preventing widespread abuses arising 
from incorporated pocketbooks, and so forth. Now that personal holding cor- 
porations are dealt with separately under the code and section 102 is limited to 
other corporations, the need for the latter section is subject to serious challenge. 

The association’s recommendations with respect to section 102, stated in order 
as to diminishing effect are: 

(1) Repeal section 102. 

(2) The burden of proof shall rest with the Commissioner. 

(3) Other proposals: 

(a) At taxpayer’s option dividerds paid after the end of the taxable year, 
but before the due date (original or extended) of the tax return, should be 
allowed as a credit in computing undistributed section 102 net income. 

(b) In the event of imposition of surtax under section 102, the corpora 
tion should be permitted to relieve itself of such tax, in whole or in part, by 
a deficiency dividend under conditions and procedures now prescribed in 
section 506 for personal holding companies, or, alternatively, by filing consent 
dividend papers, as provided in section 28, effective as of the original 
taxable year. 

The necessity for section 102 arises from the fact that corporate income is 
now taxed twice, once to the corporation that earns it and again when it is 
distributed to stockholders. Removal of the second tax will eliminate the neces- 
sity for having in our tax laws a provision that in effect substitutes the judgment 
of the tax collector for that of the board of directors of a company with respect 
to the amount of earnings that should be retained in the business for replacement 
of wornout facilities, expansion, as a reserve against periods of business de- 
clines and for other valid business purposes. 

The pressure from section 102 to pay dividends interferes with the exercise 
of sound, prudent business judgment. There can be no uniformity of applica- 
tion of a provision of this nature. It therefore violates two fundamental con- 
cepts, first, the basic philosophy that neither the lawmakers nor the courts 
should substitute their Judgment for that of business management, and second, 
the prime requisites of a good tax law—certainty and equality of application. 

The association has recommended gradual elimination of the double tax on 
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corporate income. As the credits to the shareholders on the dividend income 
received by them would increase, the need for the pressure from section 102 to 
distribute dividends would decrease and eventually would be eliminated. Pend- 
ing eventual elimination of section 102, the personal holding company provisions 
would continue to operate to prevent Saas such as the incorporated “pocket- 
book,” and the unfortunate and controversial features of section 102 could be 
mitigated by adoption of the recommendations listed above under subdivisions 
(2) and (3). 


STATEMENT OF THE NATIONAL ASSOCIATION OF MANUFACTURERS, 
NEw YorK Clty, N. Y 


Section 102, as now written and interpreted, undermines the responsibility 
of Management to use its judgment in determining the proportion of earnings 
which should be retained for corporate purposes. The standard of reasonable- 
ness for business needs is impossible of objective definition as the ultimate 
decision is a matter of business judgment, and hence one on which prudent men 
will differ. No company should be compelled to justify its managerial decisions 
in this manner. 

Accordingly, the association recommends that the policy with respect to re- 
tained earnings be chs inged so as to accept the decisions of management regard- 
ing the proportion of earnings to be retained for valid business reasons. More 
specifically, the association recommends: 

1) The burden should be upon the Government to prove that the tax- 
payer was formed or availed of for the purpose of preventing the imposition 
of surtax rates upon its shareholders or the shareholders of any other 
corporation, through the medium of permitting earnings or profits to ac- 
cumulate instead of being divided or distributed. 

(2) The tax should apply only to that part of the undistributed section 
102 net income which is unreasonably accumulated. 

(3) Dividends paid within 75 days after the close of its taxable year 
should, at the taxpayer’s election, be deducted in computing section 102 
net income for such year. 


STATEMENT SUBMITTED BY THE NATIONAL ASSOCIATION OF WooL MANUFACTURERS, 
New YorkK 


The association recommends amendment of the code to accept the decision of 
management regarding the proportion of earnings to be retained for vatid 
business reasons where corporate ownership is not concentrated; and elsewhere 
to shift the burden of proof of improper accumulation of surplus from the tax- 
payer to the Government and to tax only that part of the accumulation as may 
be improper. 


STATEMENT OF THE NATIONAL MACHINE Toot BUILDERS’ ASSOCIATION IN RE 
Toric 39, IMPROPER ACCUMULATION OF SuRPLUs (Sec. 102) 


Section 102 of the Internal Revenue Code has for many years restricted busi- 
ness growth and has been unduly severe in operation. We believe that the 
ection should be amended as follows: 
(1) The burden of proving the section applicable should be placed upon 
the Commissioner of Internal Revenue. 
(2) The section should not apply to earnings retained for reasonable 
business needs. 
(3) Taxpayers should be permitted an option of treating dividends paid 
within 75 days of the end of a taxable year as having been paid during the 
taxable year just ended. 


BURDEN OF PROOF 
Most businessmen who conduct their affairs in good faith are willing to defend 


their actions as reasonable, but it is quite a different matter to be called upon 
affirmatively to prove by a clear preponderance of the evidence that action was 
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not unreasonable. We believe that uncertainty and artificial pressures on busi- 
ness would be greatly reduced by bringing the matter of proof in a section 102 
case more closely into line with evidentiary rules applicable in other instances 
of asserted willful attempt to evade tax. 

We believe that section 102 (a) should be amended to place upon the Com- 
missioner the burden of proving that a corporation has been formed or used to 
prevent the imposition of surtax upon shareholders by means of permitting earn- 
ings to accumulate. Section 102 (c) should be amended to place upon the Com- 
missioner the burden of proving that earnings have been permitted to accumulate 
beyond the reasonable needs of the business. Upon such proof, the accumulation 
could then be prima facie evidence of the purpose to avoid surtax. The present 
presumption in section 102 (b) as regards holding and investment companies 
should be continued. 


DEDUCTION FOR REASONABLE ACCUMULATION 


Section 102 (d) should be amended so as to permit as a deduction in deter- 
mining section 102 net income an amount equal to the portion of earnings that 
are retained for reasonable business needs. 

The purpose of this amendment is to make the punishment fit the crime. 
Under the present section, two corporations might each for the condemned 
purpose retain the same dollar amount of earnings. If such earnings represented 
the entire undistributed earnings of one corporation but only a small fraction 
of the undistributed earnings of the other (which might have retained a substan- 
tial amount for recognized business needs), there would be a marked disparity 
in the amount of the penalty, despite the near identity of the wrongs for which 
the penalty is imposed. That is, the base for the penalty tax would include 
earnings properly retained as well as earnings retained for tax avoidance pur- 
poses. This cannot be justified. If it is possible for the Commissioner and the 
courts to make a determination that earnings have been unreasonably accumu- 
lated, it should also be possible for them to determine the extent to which 
accumulation was reasonable so as to permit a proper adjustment of the tax 
base. 

POST YEAR-END DIVIDENDS 


Section 102 (d) (or sec. 27 (b)) should be amended to provide that, upon 
election by the taxpayer shown in its return for the taxable year, dividends paid 
within 75 days of the end of the taxable year may be treated as paid during the 
axable year just ended. 

The purpose of this amendment is to reduce the need for hasty year-end 
decisions. There is no compelling reason why a corporation should not be given 
time in which to review year-end financial statements and to appraise future 
needs hefore making its final decision on dividend policy for a particular year. 
No administrative difficulties arise under the proposal, because action must he 
taken and the election made by the time the corporate return is filed. Long- 
range, there is no serious likelihood of the distortion of income of shareholders ; 
dividends subject to the election would not, of course, count as a part of the dis- 
tribution of earnings for the year in which they were actually made. 

These proposed amendments should go far toward curing the principal defects 
in present section 102. A further general comment should be made concerning 
the revisions of section 102 suggested here. 

The main objective is to make of section 102 a sensible, workable provision 
that will thwart outright tax avoidance without impinging improperly on good 
business practices. However, there is some chance that a section 102 revised 
as suggested would elicit greater administrative implementation and more favor 
able acceptance by the courts. This possibility arises particularly out of the 
proposed change in the section 102 tax base. In practice, the allowance of a de- 
duction for earnings properly accumulated might operate to permit administra- 
tive, or finally judicial, discretion as regards the amount of the penalty. At 
present, the amount is simply a matter of arithmetic. There might be some 
administrative and judicial disposition to impose a less drastic penalty in in- 
stances in which the present penalty would seem too severe. Even the risk of 
a more extensive application of a more reasonable section 102 would be better 
in the interest of sound taxing policy than the inequitable penalty section which 
harasses our industrial economy today. 
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STATEMENT OF LovELL H. PARKER, CHATRMAN, SpecrAt TAX COMMITTEE OF THE 
NATIONAL Coat ASSOCIATION, IN RE Topic 39, IMPROPER ACCUMULATION OF 
Surpius (Sec. 102) 


Mr. Chairman and members of the committee, my name is Lovell H. Parker, 
of Washington, D. C. I am chairman of the special tax committee of the Na- 
tional Coal Association. The National Coal Association is the trade association 
of the bituminous coal-mine operators, and has in its membership the producers 
of approximately two-thirds of the Nation’s commercial tonnage of bituminous 
coal 

Section 102 is a penalty provision, designed to prevent the improper accumula- 
tion of surplus for the purpose of avoidance of tax on stockholders. However, 
the section as it now stands and is enforced undermines the responsibility of 
manavement to use its judgment in determining the proportion of earnings which 
should be retained for corporate purposes. It is impossible to specify with any 
certainty what amounts are reasonably needed for orderly growth and prudent 
operation. With section 102 hanging over the heads of management, business 
decisions are being subjected to unfortunate and uncalled-for pressure. 

rherefore, the bituminous coal industry recommends that section 102 be 
amended so the burden will be placed upon the Commissioner to prove that the 
taxpayer was formed or availed of for the purpose of preventing the imposition of 
surtax rates upon its stockholders, through the medium of permitting earnings 
or profits to accumulate instead of being distributed. 

The bituminous-coal industry further recommends that the penalty tax of sec- 
tion 102 be made applicable only to the amount of the undistributed section 102 
net income which is improperly accumulated, instead of being applicable to the 
entire section 102 net income. Such an amendment would have the effect of fur- 
ther reducing the undesirable influence which this section has upon the exercise 
of proper management discretion. 


STATEMENT OF THE CHAMBER OF COMMERCE OF THE UNITED STATES, ON INTERNAL 
REVENUE Copr Revisions, IN Re Topic 39, IMpRopER ACCUMULATION OF SuUR- 
PpLus (Sec. 102) 


Chamber position.—‘Section 102 should be amended to provide that the burden 
of proof both as to the reasonableness of accumulations and the existence of a 
tax avoidance purpose shall be on the Commissioner, that the tax shall be laid 
only on that portion of the undistributed income found to have been unreason- 
ably accumulated, and that dividends paid within 75 days after the close of the 
taxable year may be deducted at the taxpayer's election, in computing ser- 
tion 102 net income for the year.” 

The chamber of commerce recommends three changes in section 102 of the 
Internal Revenue Code, as follows: 


(1) Section 102 (c) should be amended to place upon the Commissioner 
of Internal Revenue the burden of proving that there is an unreasonable 
accumulation of earnings. 

(2) Section 102 (d) should be amended to permit a deduction in comput- 
ing section 102 net income in an amount equal to the portion of a corpora- 
tion’s earnings which are retained for reasonable business needs. 

(3) In measuring “undistributed section 102 net income” as defined in 
section 102 (d) (2), adjustment should be permitted at the option of a 
corporation for earnings distributed following the close of a taxable year 
and prior to the time the corporate return is filed. 


SURTAX IMPOSED 


Under section 102, a surtax, in addition to all other taxes, is imposed upon 
corporations formed or availed of for the purpose of preventing the imposition 
of surtax upon shareholders through the medium of permitting earnings or 
profits to accumulate instead of being divided or distributed. Under section 
102 (c) the fact that earnings are permitted to accumulate beyond the reason- 
able needs of the business is determinative of the purpose to avoid surtax unless 
the corporation by the clear preponderance of the evidence proves to the contrary. 

The surtax under section 102 is 271% percent of undistributed section 102 net 
income not in excess of $100,000 and 38% percent of undistributed section 102 
net income in excess of $100,000. In the computation of undistributed sec- 
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tion 102 net income deductions are permitted for such items as taxes and divi- 
dends paid during the year but no deduction is permitted for dividends declared 
following the close of the year. Nor is consideration given to the extent to 
which the corporation’s undistributed section 102 net income is reasonably 
required by the corporation. 

Though it is probably necessary that a provision such as section 102 be in- 
cluded in the Internal Revenue Code, the chamber believes this section should be 
amended so that it will not restrict the growth of business and unduly burden 
business management. 


DIFFICULTIES FACING MANAGEMENT 


In view of section 102 and the rulings, regulations, and court interpretations 
under this section, corporate mfnagement often has a difficult task in providing 
for legitimate corporate needs and at the same time avoiding additional surtax 
on the corporation for unreasonable accumulation of earnings. This is particu- 
larly a problem for small businesses which are just getting started or trying to 
take advantage of opportunities to grow. 

Take, for example, the case of a small family manufacturing concern. At the 
close of each taxable year the management of this corporation must determine 
how much of its earnings must be retained for working capital, expansion of 
facilities and contingencies against which prudent businessmen would establish 
reserves, and at the same time decide how much may be distributed to stock- 
holders without destroying the corporation’s credit and crippling its growth. 
Management would review the corporation’s activities in detail, the progress 
made during the preceding year and the expectations for the coming year. 
It would also examine the corporation’s financial statements, and in particular 
its current assets and current liabilities to determine what part of the corpora- 
tion’s current earnings it thought would be required for the ensuing year. Even 
the most careful determination, however, would not give assurance that se 
tion 102 would not be applied if part of the earnings were retained because the 
burden of proving the need for earnings falls on the corporation. This is per- 
haps the primary objection of management to section 102. 

From a study of prior years’ operations, the management of the small man- 
ufacturing concern in the above example would determine within limits what 
part of the current assets would be tied up during the ensuing year in accounts 
receivable. It would also determine the inventories that would have to be 
maintained and whether any substantial increase was likely. It would estimate 
accounts payable and other current liabilities for the following year and thus 
determine the earnings to be retained for working capital. In spite of this care 
ful examination, however, management would still be confronted with the prob- 
lem of later proving with detailed accuracy not only that its judgments were 
sound business at the time but also that they were as inevitable as the visions 
of an oracle. If management were not sure that it could prove each prediction 
with such exactitude, it would either have to determine upon a greater dividend 
distribution than it felt would be good business or risk the consequences of 
section 102. Such a club should not be held over the head of management. 

The same conflict is presented in a determination by management whether 
plant facilities should be expanded and whether the market during the succeed- 
ing year would warrant expansion. It may not by the close of one year be ina 
position to commit itself to an immediate expansion of facilities, and yet sound 
business judgment may require that earnings be retained for expansion as soon 
as the future could be predicted with more certainty. Yet if earnings were ac- 
cumulated for expansion, liability under section 102 might result. 

At times section 102 liability has been asserted even where a definite program 
was adopted for long-range plant expansion and renovation which was sub- 
stantially completed by the time the returns for earlier years were examined, 
In one case, a company which had been run down under prior management adopted 
a program for substantial plant renovation and expansion under new manage- 
ment. Because of previous unfortunate experiences with debt financing, the 
board of directors decided that each step in the program should be undertaken 
only as earnings permitted, and each of them was given an order of preference, 
Earnings were accumulated for specific parts of the program which were under- 
taken as soon as funds permitted. At the same time this company was struggling 
with problems of inventory financing in a period of rising prices and faced a heavy 
potential inventory loss in the volatile raw materials market in which it had to 
deal. At no time did the company have funds even approaching the amounts 
which management felt essential for necessary investments in plant and to 
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cover large market risks, but modest dividends were nevertheless paid because 
management, which owned little stock, felt responsibility to maintain dividends 
even though this required stretching out the needed renovations and expansion. 
In spite of all these factors, the examining agent asserted section 102 liability, 
apparently on the extreme theory that earnings could be retained only for ex- 
penditure during the same taxable year. The agent’s determination put a heavy 
burden on the company, and although the agent’s determination was ultimately 
reversed administratively, it was only after substantial time and expense of 
management and counsel. 

There is another broad area of concern to management under section 102 
also stemming from the requirement of proving the need for accumulated earn 
ings. This occurs in cases where companies wish to expand into additional and 
perhaps unrelated activities for various reasons: They may believe that their 
business may become unprofitable because of changes in the economy or because 
of foreign competition; they may think it desirable to enter some new profitable 
field, etc. Under present regulations and policies such expansion may involve 
penalties under section 102. 

If a company should attempt to go into a new business, it might be subject to 
challenge on the ground that it had unreasonably accumulated earnings to 
expand into activities unrelated to its original business. Thus, in a Bureau of 
Internal Revenue press release, dated December 17, 1934, the expansion of a 
soap manufacturing company into the grocery business was viewed with dis- 
approval. In Southland Industries, Inc., par. 46,262, P-H Memo T. C. (1946), 
the court disapproved the accumulation of profits of a radio broadcasting com- 
pany for the purpose of investing in a department store. Similarly, in World 
Publishing Company v. United States, 72 F. Supp. 886 (1947), the court noted 
that a proposed venture into radio broadcasting was not one of the needs of 
the newspaper business. These cases are perhaps extreme and there may have 
been other reasons for the imposition of section 102 penalties. Nevertheless, 
under the administration of section 102 to date a corporation in a declining 
business, or in any business, might risk severe penalties if it sought to use 
accumulated earnings to expand into a more profitable line. 

When management’s attention is brought to the possibility of individual 
liability of directors should a section 102 penalty be imposed, the decision too 
often must be against planning for expansion, to the detriment of a sound, 
growing economy. 


RECOM MENDED CHANGES IN SECTION 102 


(1) The Commissioner should have the burden of proof 

As indicated above, perhaps the main objection of business under section 102, 
is that management is required to assume the burden of proving that earnings 
were not accumulated in an amount greater than that required or risk liability 
under section 102 and perhaps individual liability in suits by steckholders. 

Most businessmen conduct their affairs in good faith and are willing to defend 
their actions as reasonable. It is quite a different matter, however, to be called 
upon years after a taxable year has passed to prove affirmatively by a clear 
preponderance of evidence that their actions were not unreasonable. The matter 
of proof in a section 102 case should be more closely in line with evidentiary 
rules applicable in other instances of asserted willful attempts to avoid tax. 
The chamber recommends, therefore, that section 102 (c) be amended to place 
upon the Commissioner the burden of proving that there is an unreasonable 
accumulation of earnings. 


(2) Only unreasonable accumulations should be subject to surtar 

In measuring undistributed section 102 net income and in determining the 
section 102 tax penalty, no adjustment is presently made where a corporation 
has a proper need for a substantial part of its undistributed earnings but retains 
earnings in excess of those reasonably required. Thus a corporation requiring 
$100,000 in earnings but accumulating $110,000 pays the same penalty as a 
corporation requiring the accumulation of $10,000 in earnings and accumulating 
$110,000 in earnings. An adjustment under section 102 (d) should be made in a 
ease of this sort and we recommend that section 102 (d) be amended to permit 
a deduction in computing section 102 net income in an amount equal to the 
portion of a corporation’s earnings which are retained for reasonable business 
needs. 
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In addition, the Commissioner should be required to prove the extent to which 
accumulations are unreasonable. If it is possible for the Internal Revenue Serv- 
ice and the courts to make a determination that earnings have been unreasonably 
accumulated, as they now do, it should also be possible for them to determine the 
extent of the unreasonable accumulations, 


(3) Adjustments should be permitted for certain distributions in the following 
year 

As is stated above, our third recommendation for a change in section 102 is 
that in measuring undistributed section 102 net income, adjustment should be 
made at the option of the corporation for earnings distributed following the 
close of a taxable year and prior to the time the corporate return is filed. 

The need for this change is apparent. Under present economic conditions, 
it is exceedingly difficult for a corporatior to make a precise determination of 
future business needs befwre its books are closed and audited at the end of a 
taxable year. Requiring management to arrive at a hasty decision as to dividend 
distributions before the close of a year or confronting it with a substantial 
penalty for not making that decision in haste, interferes with the intelligent 
planning of business and in no way is required for the administration of a 
corrected section 102. 

PENALTIES IMPOSED 


It is true that in the past the number of times a section 102 penalty has been 
imposed against a corporation has not been large. One reason for this is that 
as a penalty section it usually is not lightly invoked. Another reason is 
that many corporations have serious need for their accumulated earnings. The 
oppression of the section lies, however, in its effect upon business planning. 
All too often necessary expansion is deferred because it cannot be financed 
immediately and management is afraid to accumulate earnings for the expansion. 
In addition, because of the potential personal liability of directors which might 
result following the imposition of a section 102 penalty, too often earnings which 
should be retained by a corporation are being distributed. The question of 
retention should be governed by business prospects rather than by possible 
tax penalties. 

CONCLUSION 


The proper scope of section 102 is to provide a sensible and workable pro- 
vision that will prevent tax avoidance without impinging improperly on good 
business practices. The chamber believes the revisions suggested in section 
102 would improve administration of the section and make it more acceptable to 
all concerned. The penalty would properly be based upon the degree of 
fault established 

These proposed changes would permit the expansion of corporate activity 
where in the opinion of management such expansion was advisable rather than 
requiring the restriction of business operations because of the fear of manage- 
ment that section 102 might be applied. If the judgment of management is 
allegedly unreasonable, those making the allegations should be willing to accept 
the burden of proof. 


STATEMENT OF AMERICAN FEDERATION OF LABOR RE Topic 39, IMPROPER ACCUMULA- 
TION OF SURPLUS (SEc, 102) 


In spite of the constant efforts that are being made to weaken section 102, the 
American Federation of Labor urges its retention and more vigorous enforce 
ment by the agents of the Internal Revenue Bureau. We believe it is necessary 
and proper that the burden of proof regarding the propriety of the amount of 
surplus accumulation that should be retained by a corporation without penalty 
should properly rest with the taxpaying corporation. We would oppose any sug- 
gestion that such burden of proof should rest with the agents of the Bureau. 

The penalty rates under section 102 are notoriously low. Directors of corpora- 
tions are willing to risk these penalties in order to avoid higher surtaxes to which 
they would be subject if the surplus accumulations were to be paid out as divi- 
dends. There would seem to be every reason for raising the penalty tax rates 
to minimize the unreasonable piling up of corporate surplus as a means of tax 
avoidance. The American Federation of Labor would urge consideration of such 
an increase in section 102 penalty rates in the interest of its more effective 
operation. 
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STATEMENT By AppIsON B. CLOHOSEY, Esa@., oN BEHALF oF RESEARCH INSTITUTE OF 
America, New York, N. Y., Re Topic 39 


The law or regulations regarding improper accumulation or surplus should be 
more clearly expressed to enable the taxpayer to know just where he stands. 

Section 102 should be done away with completely—the number of years it has 
been on the books proves conclusively that it is unworkable. Large corpora- 
tions are practically exempt because they can always show need for large working 
surpluses. Small corporations are its victims because a small corporation is 
naturally trying to grow larger and stronger but, of course, is helpless in doing 
so without great risk. We had experience with such a case which took a year and 
a half to fight, at great legal costs, to say nothing of time and effort of our own, 
and the Government backed away just as we were to be heard in Tax Court. The 
whole thing began merely as the result of a revenue agent questioning the pru- 
dence and frugality of our own board of directors. That should not be possible. 
We are particularly concerned with section 102. The statute has been unfairly 
applied, and putting the burden on the taxpayer to try to convince subordinates 
in the tax division of the financial reasonableness of accumulating substantial 
cash reserves seems unfair and almost preposterous. 

The 102 statute is particularly burdensome to so-called smaller businesses. Sec- 
tion 102 should be modified at least to the extent that the burden of proof is on 
the Government rather than on the taxpayer. 

A taxpayer is often forced to great and unnecessary legal and accounting ex- 
pense to rebut the unfounded and arbitrary decision of a revenue agent that the 
taxpayer is subject to imposition of the penalty provided by section 102. 

Why cannot the accumulation of surpius be spelled out on a realistic basis? 
Surely, sound business sense would advocate the establishment of cash reserves 
to provide for replacement of old machinery, equipment, buildings, etc., at least 
in amounts equal to the reserves for depreciation. 

Yet under present regulations the agent can brush this aside and force the tax- 
payer to additional expense to get consideration of this item. 

We firmly believe that the burden of proof for imposition of the penalty for 
improper accumulation of surplus should rest on the Government agency. 
Section 102 should be repealed. 


STATEMENT OF Det R. PAIGE, CHATRMAN, TAXATION COMMITTEE, GEORGIA STATE 
CHAMBER OF COMMERCE, ATLANTA, GA., RE Topic 39, IMPROPER ACCUMULATION 
oF Surp.Lus (Sec. 102) 


A corporation itself is in a better position to judge the proper amount of earn- 
ings to retain in the business and the proper amount to pay out in dividends than 
are the revenue agents. The business community should be given a set of under- 
standable criteria which would be followed in determining what constitutes im- 
proper accumulation, the taxpayer should be allowed to pay a so-called deficiency 
dividend. The revenue commissioner should have the burden of proof of show- 
ing improper accumulations of surplus. 


STATEMENT OF THE AMERICAN TAXPAYERS ASSOCIATION, WASHINGTON, D. C., RE 
Toric 39, PENALTY ON UNDISTRIBUTED EARNINGS 


Since the recent activity of the Bureau of Internal Revenue in checking cor- 
poration returns and subjecting corporate earnings to penalty taxes for failure 
to distribute them in dividends to stockholders, it would seem to be in order 
for the committee to study this situation and possibly make some changes in 
section 102 of the Internal Revenue Code. 

The directors of corporations obviously are in a much better position to ascer- 
tain and determine the requirements of the corporation for plant expansion, im- 
provement, development of new products, and provision for meeting outstanding 
obligations. 

The present situation is unhealthy. Directors are more capable of determining 
a company’s needs than a revenue agent could possibly be. If the Bureau of 
Internal Revenue persists in its recent attitude, then the burden of proving 
that profits have been unreasonably accumulated should be assumed by the 
Bureau. In the interest of justice the penalty tax should apply only to the 




















GENERAL REVENUE REVISION 2159 


portion of the undistributed net income which the Bureau rules is unreasonably 
accumulated; and, lastly, dividends paid within 75 days after the close of the 
taxable year may, at the taxpayer's election, be deducted in computing section 
102 net income for such year. 

The tax law imposes a special tax and rates up to 3814 percent on accumulated 
corporate funds adjudged to be in excess of the reasonable needs of the business. 
The chief purpose of this provision is stated to be the prevention of closely held 
corporations from accumulating funds rather than paying dividends, in order 
to save taxes for stockholders. 

This provision often places pressure on corporations to pay dividends when 
normal business prudence would require plowing back the funds into the company. 





STATEMENT OF Puitip A. HERSHEY, CERTIFIED PUBLIC ACCOUNTANT, 
SAN FrRANcIsco, CALIF., Re Topic 39 


Topic 39 relates to the improper accumulation of surplus or section 102. The 
record of the Commissioner has been so poor in this respect that it would seem 
that the best thing to do is to eliminate section 102 entirely from the code. 


STATEMENT OF THE AMERICAN INSTITUTE OF ACCOUNTANTS, NEW YorRK, N. Y., 
Re Topic 39, IMPROPER ACCUMULATION OF SURPLUS (Sec. 102) 


1. Section 102 should be amended to provide the following: 

(a) At taxpayer’s option, dividends paid after the end of the taxable year, 
but before the due date (original or extended) of the tax return, should be 
allowed as a credit in computing undistributed section 102 net income. 

(b) In the event of imposition of surtax under section 102, the corporation 
should be permitted to relieve itself of such tax, in whole or in part, by a dt ficiency 
dividend under conditions and procedure now prescribed in section 506 for per- 
sonal holding companies, or, alternatively, by filing consent dividend papers, 
as provided in section 28, effective as of the original taxab‘e year. 

(c) That the Commissioner has the burden of proof of showing that the profits 
of a corporation have been accumulated beyond the reasonable needs of the 
business. 

High corporate profits during recent years, combined with high individual tax 
rates, have unquestionably created some situations to which section 102 should 
be applied. These are cases in which the accumulation of earnings in the corpo- 
ration is clearly beyond all reasonable needs of the business and is motivated 
by a purpose to save taxes to the shareholders. 

In many other cases, however, corporations with a temporary highly abnormal 
liquidity find themselves under powerful silent pressure from section 102 to pay 
dividends when considerations of normal business prudence would require con- 
servation of these funds for additions to and replacements of facilities, expan- 
sion, protection against possible business decline, or other valid purposes. The 
increasing tendency reflected in some court decisions to restrict justification of 
retention of earnings to business requirements which are imminent and definite, 
as well as the fact that the burden of justification of retaining earnings is on the 
taxpayer, exerts pressure toward unsound dividend policy. Directors, acting 
in good faith and using their best ju’ gment, may find their judgment held to be 
erroneous by the Commissioner or by the courts (who have the benefit of hind- 
sight) and thus be exposed to minority stockho!ders’ actions. 

This pressure and the uncertainty which it creates in the formulation of sound 
business policy is the most unfortunate feature of the present situation. 

Under our present system of taxing dividends, the principle of section 102 is 
undoubtedly necessary. It would appear that assurance of a wise and sympa- 
thetic administration of the section is equally necessary. Announcement of an 
administrative policy to apply section 102 only in clearly flagrant cases, or where 
dividend history over a number of years clearly indicates tax-motivated nondis 
tribution of earnings, and that the taxpayer would receive the benefit of any 
reasonable doubt, might help considerably to relieve existing confusion and 
uncertainty. 

At present section 102 (c) places the burden of proof on a corporation to show 
by a clear preponderance of the evidence that any unreasonable accumulation 
of profits beyond the reasonable needs of the business is not for the purpose of 
avoiding surtax upon its shareholders. This section places a difficult, if not 








2160 GENERAL REVENUE REVISION 


impossible, burden on many corporations. The standard used in the section— 
the unreasonable accumulation of profits—is one of the most tenuous in the code. 
Profits needei to be retained for the reasonable needs of any business can hardly 
be objectively defined. The right amount is purely a matter of business judg- 
ment, and authorities vary markedly in their views as to how much should be 
prudently retained by any business. Certainly the vast majority of corporations 
do not allow tax-avoidance considerations to influence their distribution of profits 
to shareholders. These corporations should not be compelled to carry the burden 
of proof contemplated by the section. For the relatively few instances where 
section 102 clearly needs 10 be involved, the Commissioner should be able to meet 
the burden of proof of showing the need for the penalty. The section should be 
amended to shift the burden of proof from the taxpayers to the Commissioner. 


(Thereupon, at 1:45 p. m. on Friday, August 14, 1953, the hearings 
were adjourned. ) 
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